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Tax coordination is a postwar necessity, says 

Mr. Dixwell L. Pierce, Secretary of the Cali- 

fornia State Board of Equalization, in this 
month’s guest editorial. 
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Two-thirds of all taxes in the United States 
come from sources in which all three divi- 
sions of government participate. 
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Americans to do anything substantial in 
this regard since then is not so easily ex- 
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Reference to the “Federalist” will reveal Lyman 


that Alexander Hamilton foresaw the need 
for such coordination more than a hundred 
and fifty years ago when he said: 
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“As far as an improper accumulation of orge J. 
taxes, on the same object, might tend to ; —  "Brculatic 
render the collection difficult or precarious, M., S. 
this would be a mutual inconvenience 
arising . . . from an injudicious exercise 
of power by one or the other (federal or 
state government), in a manner equally dis- 
advantageous to both. It is to be hoped and 
presumed, however, that mutual interest —_ 
would dictate a concert in this respect which How 
would avoid any material inconvenience . ‘i 
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“The probability is that the United States 
will either wholly abstain from the objects 
preoccupied for local purposes, or will make 
use of State officers and State regulations 
for collecting the additional imposition. 
This will best answer the views of revenue, 
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Sales Taxes and Other Excises 


By ROY G. BLAKEY and GLADYS C. BLAKEY 


“Problems of Intergovernmental Relationships” is the title of Chapter 7 of 

Sales Taxes and Other Excises, a book soon off the press and written by 

Roy G. Blakey and Gladys C. Blakey; with the permission of the authors and 

the publishers, TAXES offers here a preview of this chapter on a live and 
timely tax topic. 
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HE CONSTITUTION of the United 
States provided for a federal form of 
government with areas of powers and 
privileges defined for states and for fed- 
eral government. With minor exceptions, 
states were forbidden to levy taxes of im- 
ports or exports or to tax interstate commerce. 
Asa result of a large body of legal precedent 
based on Marshall’s decisions made in the 
early days of the Republic, it was long as- 
sumed that the federal government could 
not tax agencies or instrumentalities of the 
eS states, and conversely that the states could 
not tax agencies or instrumentalities of the 
federal government. 


Prior to 1930 there was not much occa- 
sion to challenge this rule; except in war 
emergencies the federal government did not. 
tax gasoline nor many important articles of 
general consumption except tobacco and 
liquor. The federal income tax was not 


of imposed on state employees which, of 
by course, included teachers in public institu- 
nd tions. State income taxes were not imposed 
nd on federal employees. Only one state, West 


Virginia, had a general sales tax, so the 
problem of interstate transactions was con- 
fined mostly to gasoline and to income tax 
states. Many of these states had arrived at 
formulas for allocating income from corpo- 
tations that carried on interstate business. 


The economic depression of the early thir- 
ties forced both state and federal govern- 
ments to change the fiscal picture. Several 
states adopted new taxes on sales of con- 
sumption goods. The federal government 
not only added excises on gasoline and on 
many luxuries to its sources of revenue, but 
complicated the situation by creating numer- 
ous corporations to be its agents in con- 
structing public works, lending money to 
farmers, home owners, and businessmen in 
selling or giving away farm commodities, 
and in carrying out many other functions 
some of which it had never before performed. 
This new development accentuated the 
problem of defining a federal agency from 
the point of view of immunity from state 
sales taxes. With the development of war 
industries this difficulty was increased. Was 
a contractor who built an army camp a 
federal agent? 


Meanwhile many states were also puz- 
zled by restrictions imposed upon them by 
the commerce clause in collecting their taxes 
on goods shipped from other states. In the 
following discussion, attention will be di- 
rected, first, to state taxation of sales to 
the federal government and, second, to state 
taxation of sales in interstate commerce. 
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Sales to the Federal Government 


The expansion of federal activity in the 
depression era of the 1930’s and the even 
greater expansion in the following war era 
were accompanied by a great extension of 
federal land holdings. Inequities due to ex- 
emption of sales to the federal government 
or of sales made on federal land were evi- 
dent in states that contained large areas 
of federal parks, Indian reservations or mili- 
tary posts. California, Wyoming and New 
Mexico were especially concerned. In Palm 
Springs, California, for example, the reser- 
vation line was in the middle of a street so 
that merchants on one side of the street had 
to pay the sales tax while licensed traders 
on the other side were exempt even though 
they sold the same goods. The California 
State Board of Equalization estimated that, 
because of this exemption, the state was 
deprived of 114 per cent of its sales tax reve- 
nue, or about $1,395,000 in 1940. The Gov- 
ernor of New Mexico reported that “there 
is a common practice in New Mexico by 
which merchants who would normally be 
taxable are able to avoid state taxation by 
locating their business operations on Indian 
reservations.” 


The problem was discussed at the 1939 
Conference of the National Association of 
Tax Administrators and a resolution was 
adopted recommending that Congress pass 
legislation to enable states to impose sales 
and use taxes on transactions occurring in 
whole or in part within United States na- 
tional parks, military or other reservations, 
just as they impose them in other parts of 
the state. 


To attain this end Congressman Buck of 
California introduced a measure in the 
House of Representatives in 1939. Some- 
what revised and enlarged in scope it passed 
both Houses of Congress in 1940 and went 
into effect January 1, 1941. This act pro- 
vided that all business carried on in federal 
territory located within a state, except that 
of the federal government itself, was subject 
to all state sales, income, and other taxes 
of general application.’ 


This law was an extension of the Hayden- 
Cartwright Act passed by Congress in 1936 
permitting the states to tax gasoline sold 
on federal reservations, exempting, of course, 
gasoline for government use.” 





154 Statutes at Large 1060. 


2Section 10 of this law (49 Statutes at Large 
1521) reads: ‘‘that all taxes levied by any State, 
Territory, or the District of Columbia upon sales 
of gasoline and other motor vehicle fuels may be 
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On April 11, 1944, an important decision 
was rendered interpreting this Act. In Texas 
Company v. Siefried the Wyoming Supreme 
Court held that gasoline transported into 
Yellowstone Park to be used for road build- 
ing was subject to the state gas tax since the 
“park boundaries were obliterated by the 
Hayden-Cartwright Act so far as sales of 
gasoline were concerned when such sales 
were not made for the exclusive use of 
the United States.” The United States Dis- 
trict Court, however, held in December, 
1940, that the Hayden-Cartwright Act, prior 
to amendment by the Buck Act, permitted 
collection of state gasoline taxes in federal 
territory only if the state tax was a sales 
tax. (Minnesota v. Ristine.) This decision 
was appealed and, in March, 1942, reversed 
by the United States Circuit Court of Ap- 
peals for the 8th District in the case of 
Minnesota v. Keeley This court held that 
the Hayden-Cartwright Act permitted col- 
lection of state use taxes on federal reser- 
vations, even before the amendment of Sec. 7. 
The amendment was described as a clar- 
ifying one. 


Taxation of Cost-Plus Contractors 


As the United States defense program ex- 
panded, new federal-state problems arose. 
In June, 1941, the Acting Attorney General 
sent a notice to the chairman of the Com- 
mittee on Uniform Sales Taxation of the 
National Association of Tax Administrators 
to the effect that the Department of Justice 
would resist imposition of state sales or use 
taxes on supplies purchased by contractors 
for defense work on a cost-plus-fixed-fee 
basis. The Department called attention to 
delays that had resulted when certain states 
levied such taxes. As the disbursing officers 
of the government had no authority to pay 
such taxes, payments had been withheld and 
the goods ordered were not delivered. 


The decisions of the courts had not been 
sufficiently clear in establishing the power 
of the states to allow them to follow a uni- 
form policy of taxing sales to government 
contractors. In 1928, the United States 


levied in the same manner and to the same 
extent, upon such fuels when sold by or through 
post exchanges, ship stores, ship service stores, 
commissaries, filling stations, licensed traders, 
and other similar agencies, located on United 
States military or other reservations when such 
fuels are not for the exclusive use of the United 
States. Such taxes, so levied, shall be paid to 
the proper taxing authorities of the State, Ter- 
ritory, or the District of Columbia within whose 
borders the reservation affected may be located.”’ 
(June 16, 1936.) 
3126 Fed. (2d) 863 (1942). 
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Supreme Court ruled that the state of Mis. 
sissippi could not impose a tax on gasoline 
sold to the federal government.* The cop. 
verse, that federal excises could not be im. 
posed on purchases of a state or any of its 
polittcal subdivisions made in connectiop 
with the performance of their strictly goy. 
ernmental functions, was decided three 
years later.5 Nevertheless, in 1939, the Sy. 
preme Court held that the state of West 
Virginia could impose a gross receipts tax 
on the income of a contractor employed by 
the federal government to construct a dam 
in the state.° On the basis of that and other 
similar decisions the California Supreme 
Court upheld the section of the sales tax 
law that applied to national banks, federal 
land banks, and similar federal agencies.’ 





















































































There was a great deal of objection to 
this extension of state taxation, so in April, 
1939, the California State Board of Equali- 
zation made a concession, ruling that air- 





































































































































craft and aircraft parts sold to the federal Pra 
government were exempt from the sales 5 
tax. This slight exception to the rule did 
not make it any more acceptable. Such op- The | 
position was expressed by various federal 

As n 
departments that threats were made to pur- : 

: : 2 . § mitted 
chase all supplies outside the state of Cali- ‘alias, © 
fornia if the sales tax were imposed. So aii 
great was the pressure that the legislature questi 
finally yielded and exempted all sales to the to the 
federal government. In 1943, the exemp- § From 
tion was extended to include sales to an & ceem 1 
incorporated agency or corporation of the § pende: 
United States wholly owned by the United § anda 
States. Even prior thereto, the Supreme § a fixe: 
Court of the United States had held that & by th 
California could not tax sales that took place § amon 
in federal areas, even if the purchaser was — 4"c¢e 
not in government service.* exces 
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* Panhandle Oil Co. v. Mississippi, (277 U. S. 
218). 

5 Indian Motorcycle Co. v. U. 8, (283 U.S. 570). 

6 James v. Dravo Contracting Co. (302 U. §&. 
134). 

™The regulation read: ‘‘The tax applies to 
receipts from sales of tangible personal prop- 
erty to the United States Government. Sales 























































































to such departments as the Treasury, Interior, *D 
Agriculture, War, Navy, Post Office, are sales Penn 
to the United States Government.’’ (Quoted in 10 f 
Proceedings of the National Association of Tat — ana, 
Administrators, 1939, p. 41.) Mexi 
In the case of Standard Oil Co. of California § Utah 
v. California (291 U. S. 242, 1934), the Supreme = 
Court overruled the State Supreme Court which ew 
held that the post exchange in the Presidio was City 
not a governmental agency. The Presidio was — 
described as an island carved out of the juris- to } 
diction of California, therefore sales there would — Adr 
be considered in another state, But see below, Cont 
notes 16, 17, and 18. 186 
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At the beginning of November, 1941, 
ight states ® had issued regulations exempt- 
ng from the gasoline tax all motor fuel 
sed by cost-plus contractors on govern- 
ent projects. This list included, however, 
only one of the 35 states that did not ex- 
empt gasoline used for non-highway pur- 
poses. Fifteen states did not impose the 
sales tax on materials sold to or by such 
contractors.” 


Three general bases of reasoning for not 
exempting cost-plus contractors were the 
following: (1) the United States Supreme 
Court sanctions such taxes when imposed 
on independent contractors; (2) exemption 
would constitute an apparent reversal of the 
policy of the United States with respect to 
immunities based on intergovernmental re- 
jations; (3) the exemption would impose un- 
due fiscal burdens on state and local gov- 
ernments.” 


These three points will be discussed 
briefly. 


The Dravo Case 


As mentioned above, the Dravo case per- 
mitted the imposition of the West Virginia 
sales tax on gross receipts of an independent 
contractor with the United States. The 
question of increase of price of such goods 
to the United States was of no consequence. 
From a practical point of view, there would 
seem to be little difference between an inde- 
pendent contractor paid on a lump-sum basis 
and a contractor whose payment is cost plus 
a fixed fee. Cost-plus contracts were favored 
by the Army and Navy for several reasons, 
among which should be mentioned: avoid- 
ance of excessive costs to the government, 
excessive profits to the contractor, and need 
for shortening time in getting work started. 
Under both forms of contract, the new ma- 
terials and supplies were furnished by the 
contractor, and title passed to the govern- 
ment when the contractor purchased these 
materials. Under most gross receipts or 
sales taxes the contractor is regarded as the 


* Delaware, Georgia, Michigan, Ohio, Oregon, 
Pennsylvania, South Dakota, and Wisconsin. 


* Arizona, Arkansas, Colorado, Illinois, Indi- 
ana, Iowa, Kansas, Michigan, Mississippi, New 
Mexico, North Carolina, Ohio, South Dakota, 
Utah, and Washington, The Louisiana sales tax 
was not in force at this time but the city of 
New Orleans granted the exemption. New York 
City did not exempt such sales. 


= For detailed discussion of the situation prior 
to November 10, 1941 see Federation of Tax 
Administrators, State Taxation of Cost-Plus 
Contractors with the Federal Government, RM 
186 (May 20, 1941.) 
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consumer of the material; hence the tax is 
due when he purchases it. There is no 
difference so far as his tax obligation is 
concerned whether the invoice is turned 
over to the United States to be paid in his 
behalf in a cost-plus contract, or whether 
he bills the government for the whole job 
in a lump-sum contract. 


Federal-State Immunity From 
Taxation 


In regard to the second point, the his- 
toric position of mutual federal-state im- 
munity from taxation was abandoned by 
the national administration in 1938. The 
United States Department of Justice, prob- 
ably at the request of the Treasury Depart- 
ment, issued a memorandum explaining that 
the immunity from federal taxation hitherto 
granted to income from state sources was 
not a matter of Constitutional right.” In 
1938 the President recommended that tax 
exemptions of income from governmental 
instrumentalities be abolished. The follow- 
ing year Congress passed the Public Salary 
Act, which subjected income of state officers 
to the federal income tax and permitted the 
states to tax income of federal officers.” It 
is significant in this connection that the 
United States Solicitor General had appeared 
in the Dravo case amicus curiae and argued 
in support of the West Virginia gross re- 
ceipts tax on federal contractors. 


Undue Burden on State and 
Local Governments 


Thirdly, the fiscal situation of the states 
was uncertain in the early days of the war. - 
Certain revenue decreases would result from 
gasoline rationing and predictions of re- 
duced output of consumer goods indicated 
decreased sales tax revenue. If contractors 
with the federal government were exempt 
from sales taxes, these states would be in a 
bad position. This was especially true in 
view of the fact that because of the great 
influx of population into defense areas, par- 
ticularly in California and Washington, in- 
creased public services were called for. 


Sales to the Federal Government— 
Alabama v. King and Boozer 


This was the general picture before No- 
vember 10, 1941, when the Supreme Court 
issued its decisions in the cases of Alabama 


122 Taxation of Government Bondholders and 
Employees, Washington, D. C. 1938. 


18 53 Statutes at Large 574. 
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v. King and Boozer and the companion case, 
John C. Curry v. United States.* These cases 
involved the validity of imposing the Ala- 
bama 2 per cent gross retail sales tax on 
King and Boozer, who sold lumber on the 
order of cost-plus contractors for use in 
building an army camp for the United States 
government. The government contended 
that this tax was invalid because its legal 
incidence was on the government rather 
than on the contractors who ordered the 
lumber and paid for it. 


The Court held that the legal effect of 
the transaction was to obligate the contrac- 
tors to pay for the lumber, hence they were 
the purchasers. “They were not relieved of 
the liability to pay the tax either because 
the contractors in a loose and general sense 
were acting for the government ... or 
because the economic burden of the tax... 
would be shifted to the government by 
reason of its contract to reimburse the con- 
tractors.” The contractors did not have the 
status of government agents “to enter into 
contracts or pledge its credit.” The Ala- 
bama tax on these contractors was there- 
fore no more an infringement of government 
immunity than the West Virginia tax on the 
Dravo Company. 


This action in upholding the Alabama 
sales tax clarified the position of sales tax 
states. A few states have continued the ex- 
emption, however. For example, Kansas 
and Oklahoma do so on the theory of ex- 
pediting war production. For almost two years 











troduced a measure to exempt from state saj 
taxes all national defense expenditures, Ty 
following February a revised bill was sy} 
stituted. Hearings were conducted in Marg 
before the Committee on Ways and Me 
The only supporters of the measure wer 
representatives of the Army and Navy. The 
explained how the national defense effo 
would thus be relieved of the financial loag 
of state and local taxation, and stated fur. 
thermore that the supply branches of th 
armed services would be relieved of “heavy 
administrative difficulties caused by th 
many different state and local taxes.” Esti. 
mates of savings to the federal government 


were as high as $1,500,000,000. 


Opposition to the bill was expressed by 
the United States Treasury Departmen 
which did not want to jeopardize its position 
on the power of the federal government 
to tax state securities. Opposition was made 
by the states also, even by those without 
sales taxes. If the federal government 
would save over a billion dollars by such 
a law, obviously the state treasuries would 
suffer to approximately the same extent. The 
measure was never voted on by either House 
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A new angle on federal payments to states Furt 
has arisen as a result of the seizure by at a 
O. D. T. last August of over a hundred of sale 
striking truck companies located in 7 mid- an 
west states. This federal agency refused one 
pers 


to pay state taxes that would have been 
due if the concerns had remained in private 





free 




























New Mexico allowed the exemption when operation. Conferences between represen-— In } 
payment for property was made by federal  tatives of the states, the O. D. T. and the J betwe 
check but, in October 1943, Ruling No. 52 U.S. Attorney General were conducted for Mand st 
became effective. It provided for applica- several weeks. No satisfactory solution was {by th 
tion of sales and use taxes to all material reached so Congress took cognizance of the ln ret 
purchased by contractors dealing with a problem. As a result, the appropriation of J mess¢ 
state or federal agency. South Dakota ex- the forthcoming year for operation of § entitl 
empts a sale to cost-plus contractors when’ O. D. T. contains a provision that licenses, § meml 
the purchase is made on an order approved _ fees and taxes due for such truck lines and Depa 
by the government contracting officer, and also for commercial railroads must be paid § cigar 
Utah exempts such a sale when contracts as if these utilities were operated under § (1) t 
provide that title shall rest in the United private ownership.” tax f 
States Government.” civili 
The Court’s decision in Alabama v. King Sales on Federal Property nag 
& Boozer was not acceptable to Army and Another problem in the field of federal- civil; 
Navy procurement officers; hence, remedies tate jurisdiction is that of sales to private 
were sought in _Congress. In November, individuals on government property, a prob- TI 
1941, Representative Cochrane (Missouri) in- lem that has become more difficult as post = 
% 314 U. S. 1. exchanges have increased in number and “oe 
8 National Association of Tax Administrators, size. The Buck Act mentioned above was — ~~ 
Proceedings, 1944. In 1942, this Association dis- thought to give the states power to tax 17 ¢ 
cussed: “Should War Contractors and Thelr private transactions on federal property, but |»: 
sented on the program were the states, the the law was limited in its application. 19 
Army, and the Navy. (Proceedings, 1942, pp. 1944 
14-20.) 16 Minneapolis Tribune, July 14, 1945. tin } 
774 September, 1945 @© TAX ES—The Tax Magazine § Sal 
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After the King and Boozer decision, the 
Inited States Supreme Court agreed to re- 
sew several state cases involving these dif- 
cult intergovernmental relationships. In 
act two important cases were considered 
June, 1942, United States v. Query, and 


Siandard Oil Co. of California v. Johnson." 


ks mentioned above, in the Standard Oil 
9. case the Supreme Court of California 
ad concluded that the company was liable 
or taxes on gasoline sold to United States 
Army Post Exchanges. On appeal to the 
Tnited States Supreme Court, this case, as 
vell as the Query case, was remanded for 
urther proceedings but, at the same time, 
ustice Black proceeded to review the re- 
ationship and status of post exchanges. He 
aid that such exchanges are “integral parts 
{the War Department, share in fulfilling 
the duties entrusted to it and partake of 
vhatever immunities it may have under the 
Constitution and federal statutes.” This in- 
terpretation seemed to indicate that sales 
in post exchanges located in federal terri- 
tories were immune from state sales or in- 
come taxes. Rulings needed to be made on 
the power of a state to collect such taxes 
from post exchanges not located in federal 
territory.” 


Furthermore, the states were dissatisfied, 
as they saw prospects of evasion, especially 
of tobacco taxes, if civilians could purchase 
goods tax-free at post exchanges, or if Army 
personnel should be permitted to sell tax- 
free goods to civilians. 


In March, 1944, an agreement was made 
between the Army and War Department 
and state officers at a special meeting called 
by the National Tobacco Tax Conference. 
In return for recognizing officers’ clubs and 
messes aS associations of military personnel 
entitled to sell cigarettes tax-free to their 
members, the representatives of the War 
Department agreed to discontinue selling 
cigarettes tax-free to civilians on condition: 
(1) that the states use stamps to indicate 
tax payment; and (2) that three groups of 
civilians be exempted, namely, (a) depend- 
ents of military personnel, (b) civilians liv- 
ing and working on the reservation, and (c) 
civilian employees of post exchanges.” 


That states are not yet clear as to their 
privileges is shown in the opinion of the 
Attorney General of Montana (October 15, 
1943) that post exchanges are not instru- 


"¢2'S. Ct. 1122, 1168. 
% Tax Administrators News, June, 1942. 


® War Department, Circular No. 159, April 21, 
1944; Federation of Tax Administrators, Bulle- 
tin No, 119, May 23, 1944. 
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mentalities of the federal government despite 
the court decision in Standard Oil Co. of 
California v. Johnson, and that the tax is not 
imposed on sales to the consumer but rather 
on the importation of fuel into the state, or 
the purchasing of fuel within the state for 
the purpose of sale; that is, the legal inci- 
dence of the tax falls at some point before 
the fuel reaches the pumps of the post 
exchange. 


Interstate Sales 


Although state jurisdiction is fairly well 
defined with respect to the’ taxation of: (1) 
income of federal officers, (2) sales to con- 
tractors with the federal government, and 
(3) sales on government territory, there is 
still confusion with respect to taxation of 
interstate sales. In fact, on the basis of 
recent and earlier decisions, it is not always 
easy to distinguish between intrastate and 
interstate sales or to tell when a tax inter- 
feres unduly with the latter. 


The commerce clause was interpreted in 
a strict sense prior to 1930 but, as has been 
observed, only one state then had a general 
sales tax. Hence, there were relatively few 
problems concerning the taxation of inter- 
state sales. 


Recent Problems 


The first important recent difficulties in 
deciding when a tax burdens interstate com- 
merce to the point of unconstitutionality 
arose in connection with shipments of gaso- 
line across state borders. In a few cases the 
United States Supreme Court upheld state 
taxes on gasoline that came from other 
states, such as in Gregg Dyeing Co. v. Query 
(286 U. S. 472, 1932). This involved the 
taxation by South Carolina of gasoline held 
in storage in South Carolina but brought in 
from other states. As the tax applied to all 
users of gasoline, after it had come to rest 
in the state, the Supreme Court held that 
the tax did not discriminate against inter- 
state commerce. 


This state tax as imposed on an airline 
company was also held constitutional the 
same year.” In this case, the gasoline was 
to be used in propelling planes across state 
lines. Two years later another validation of 
a sales tax extended the boundaries of state 
powers in that the law imposed on the re- 
finer or wholesaler the duty of collecting 


20 Hastern Air Transport v. South Carolina 
Tax Commission, 285 U, S. 147 (1932). 
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from the retailer a tax on gasoline to be 
shipped across state lines.” 


During the thirties, a few other such de- 
cisions were made, one of the most important 
of which was the validation in 1937 of the use 
tax imposed by the state of Washington.” 
This tax was levied on materials purchased 
outside of the state of Washington and 
brought in for a construction project. As 
expressed by Professor J. P. McNamara,” 
“In effect, this accomplished all that could 
have been achieved by extending the general 
sales tax to all sales involving a Washing- 
ton consumer as the purchaser, regardless 
of whether the sales were within the terri- 
torial boundaries of the taxing state or were 
extrastate.” 


Similarly, in 1939 the United States Su- 
preme Court affirmed the decision of the 
Alabama Supreme Court in validating the 
state sales tax imposed on an Alabama cus- 
tomer whose contract called for manufac- 
ture of merchandise in Ohio and shipment 
of it f. o. b. to the customer. The tax was 
held to be no burden on interstate com- 
merce, as the commerce clause was not in- 
terpreted as intending “to relieve those en- 
gaged in interstate commerce from their 
just share of the tax burden even though 
such tax increased the cost of doing busi- 
ness,” ™ 


In the following year the Court went even 
farther and approved the constitutionality 
of the New York personal property tax as 
applied to goods shipped into the state. This 
case involved a tax on coal mined in Penn- 
sylvania, sold by a Pennsylvania corporation 
with New York City offices, and delivered 
to the purchaser in New York City.” 


Similarly, the Court upheld the New York 
tax on goods ordered from an Illinois cor- 
poration, shipped from Chicago to the sell- 
er’s agent in New York City, then delivered 
to the purchaser.” 





21 Monamotor Oil Co. v. Johnson, 292 U. S. 86 
(1934). 


22 Henneford v. Silas Mason Co., 300 U. S. 577. 

73 ‘Jurisdictional and Interstate Commerce 
Problems in the Imposition of Excises on Sales,’’ 
Duke University Symposium, Consumption 
Taxes, Summer, 1941. 

2% Graybar Electric Co. v. Curry, 60 S. Ct. 139, 
cited by James D. Dye, ‘‘Developments in the 
Taxation of Interstate Sales,’’ National Associa- 
tion of Tax Administrators, Proceedings, 1943, 
Dp. 22. 

23 McGoldrick v. Berwind-White Coal Mining 
Co. 309 U. S. 33, 66 (1940). 

2% McGoldrick v. Felt and Tarrant Manufac- 
turing Co, 309 U.S. 70 (1940). 
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The interstate character of the sales ap. 
pears even clearer in the following cases: 
(1) a purchaser in New York City tele. 
phoned an order to a New Jersey coal yard, 
and delivery was made from New Jersey to 
a point in New York; (2) a transaction in 
which the order was mailed from New York 
City to the New Jersey office.” 
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The right of a state to tax goods ordered 
from mail order houses was apparently es. 
tablished in the cases of Montgomery Ward 
& Co. v. Nelson and Sears Roebuck & Co. », 
Nelson.* The Court held that “the mode of 
enforcing the tax on privileges of Iowa 
transactions is not discriminatory against 
interstate commerce as sales made wholly 
within the State carry the same burden as 
mail order sales.” 
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New methods of distribution involve new 
problems. Truck and airplane shipments 
have been mentioned. What are each state's 
rights in taxing natural gas and gasoline 
delivered by pipe line? Two conflicting de- 
cisions are now in the courts. The Tennes- 
see Supreme Court in Memphis Natural Gas 
Co. v. McCanless (February 4, 1944) held that 
the company which operated a pipe line 
from Tennessee to Delaware was liable for 
the state excise tax on earnings from its 
business, even though all the business was 
interstate and the company had nothing to 
do with the distribution of the gas. In the 
second case under the same name and date, 
the court held the company not liable for 
gross receipts taxes because distributing 
agencies buy the gas and the company has 
nothing to do with its distribution and sale 
by such agencies. 
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In 
furter 
Three Important Cases versu 
In the spring of 1944, the United States _ 
Supreme Court handed down three deci- ee fi 
sions involving states’ rights to tax sales es 
in interstate commerce. These are of spe- alt 
cial interest not only because of the issues enn 
decided, but also because of the dissenting ther 
opinions rendered by several justices as well ia 
as because of the public controversy they joyn 
aroused. These three cases will be briefly com 
summarized. = 
On May 15, the Court affirmed the judg- 0 
ment of the Indiana Supreme Court in im- | _ 
posing the state’s gross income tax on sik 
certain interstate sales of farm implements and el 
motor trucks (International Harvester Co. v: — 
Department of the Treasury of Indiana, 4 i 
S. Ct. 1019). The taxable types of sales . 
2 Jagels v. Taylor, 309 U. S. 619 (1940). G 
28 312 U. S. 359 (1941). 
Sal 


-Iyere classified as: (1) sales by branches lo- 


ated outside Indiana to dealers and users 


-in Indiana when orders were solicited within 


the state and customers took deliveries at 
actories in Indiana; (2) sales by branches 
located in Indiana to dealers residing out- 


‘Iside the state, when the customers came to 
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Indiana; and (3) sales by branches in Indi- 
ana to dealers in Indiana who shipped goods 
outside the state. This decision seemed in 
line with others of the Supreme Court cited 
above, especially the Berwind-White and 
Felt-Tarrant cases. 


At the same time the Supreme Court held 
valid the application of the Iowa use tax 
to purchases made through a distributor for 
4 Minnesota corporation that was not quali- 
fed to do business in Iowa and did not 
maintain an office or warehouse in the state 
(General Trading Co. v. Iowa State Tax Com- 
mission, 64 S. Ct. 1028). Three justices dis- 
sented from this decision on the ground that 
the Iowa tax was an “unwarranted exten- 
sion of the power” of the state to subject to 
its tax persons who are not within its juris- 
diction. 


The third case (McLeod v. Dilworth, 64 
S. Ct. 1023) involved the validity of the 
Arkansas sales tax on goods ordered from 
Tennessee by mail or telephone and shipped 
from Tennessee. Arkansas does not have a 
use tax. The Court, in a 5-to-4 decision, 
held that the sales tax did not apply to 
such transactions. The Berwind-White case 
presented a different situation, inasmuch as 
the Berwind-White Co. maintained an office 
within the taxing jurisdiction. 


In the majority opinion Justice Frank- 
furter made the following comment on sales 
versus use taxes: “A sales tax is on the 
freedom of purchase—a freedom which war- 
time restrictions serve to emphasize. A use 
tax is a tax on the enjoyment of that which 
was purchased. In view of the differences 
between these transactions and the differ- 
ences in the relation of the taxing state to 
them, a tax on an interstate sale like the 
one before us and unlike the tax on the en- 
joyment of the goods sold involves an as- 
sumption of power by a state which the 
Commerce Clause was meant to end.” 


On the other hand Justice Rutledge wrote 
an opinion in which he expressed his in- 
ability to see any difference “but one of 
words and possibly one of scope of cover- 
age” between the Arkansas and Iowa taxes. 
He continued: 


“This is true whether the issue is one 
of due process or one of undue burden 
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on interstate commerce ... Neither lays 
a greater burden on the interstate busi- 
ness involved than it does on wholly intra- 
state business of the same sort. ... 


The Court’s different treatment of the 
two taxes does not result from any sub- 
stantial difference in the facts under which 
they are levied or the effects they may 
have on interstate trade. 


It arises-rather from applying different 
constitutional provisions to the substan- 
tially identical taxes due process 
destroys the former. Absence of undue 
burden upon interstate commerce sus- 
tains the other.” 


The Justice concluded that the real danger 
arises not from any one tax alone but when 
both states levy the tax. “So long as only 
one tax is applied and at the same rate as 
to wholly local transactions, no unduly dis- 
criminatory clog actually attaches to the in- 
terstate transaction of business.” 


Supreme Court’s View Summarized 


At the 1944 Conference of the National 
Association of Tax Administrators the sit- 
uation was summarized as follows: 


Judged by these opinions and numerous 
other similar opinions of the United States 
Supreme Court in the last five years, it ap- 
pears that the Court is quite willing for the 
several states to impose a tax upon transac- 
tions in interstate commerce provided that 
such commerce bears no greater burden 
than the several states impose upon trans- 
actions in intrastate commerce. The trend 
of these decisions seems to indicate that if 
the state of the seller does not impose a 
sales tax upon a sale in interstate commerce 
consummated in the seller’s state (the state 
of origin) then the state of the receiving 
purchaser may, if it has a properly phrased 
use tax law, collect a use tax and make the 
seller in the state of origin its collecting 
agent, even though the sale in the state of 
origin is wholly consummated there, that is, 
the sale is consummated by the delivery of 
the property f. o. b. the carrier in the state 
of origin. If, however, the state of origin 
imposed a sales tax, as it would appear that 
it could if the sale was wholly consummated 
in that state, it would be invalid for the 
receiving state to impose an equivalent sales 
or use tax in addition, because that would 
result in double taxation or higher taxes 
upon an interstate transaction than upon 
wholly intrastate transactions. 


[Continued on page 836] 
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Harris & Ewing 


NYONGRESS IN 1924 created a new tri- 

A \lhunal, then known as the Board of Tax 
Appeals, which, through successive changes, 
is now The Tax Court of the United States. 
One of the purposes was that the opinions 
of this new tribunal should serve as guiding 
precedents in the field of internal revenue. 
Another was to provide a tribunal, inde- 
pendent of the Bureau of Internal Revenue, 
which would make impartial determinations 
of questions of fact and of law after full 
hearing before payment of the tax. Tax- 
payers sought such a tribunal to relieve 
them from the hardship, sometimes extreme 
and even fatal, of paying their tax before 
they could question the Commissioner’s de- 
termination by a suit for refund in a district 
court or the Court of Claims. 


The first petition was filed on July 30, 
1924. Since then, over 120,000 proceedings 
have been instituted, involving almost 
$4,000,000,000 of tax, an average of more 
than $31,500 per docket number. Only about 
4,500 of these proceedings are still pending, 
which means that more than 115,000 have 
been closed, an average of about 5,700 a 
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year. Approximately one-third are close 
by written opinions, a few are dismissed, of, 
various reasons, and the remainder are s 
tled by the parties. Individual judges hav 
at times written more than 100 opinions 
year and, at the other extreme, one judg 
Was required to spend more than a yea 
hearing the evidence in a single case. Th 
all-time average for the court has been 95 
opinions, closing 1,400 cases, annually, or a 
average of more than 60 opinions per judgq’. 
per year. This is quite an accomplishmen} 
for judges of a trial court, who must spen@ 
a part of their time hearing the evidence} 
The first case was decided 28 days afte 
the petition was filed. John H. Parrot 
(1 B. T. A. 1). The court has not bee 
able to maintain that record, but it does kee 
its calendars current so that there are now 
pending only enough cases to keep the cour 
busy for 1 year. New cases are being filed Kam 
at the rate of about 4,500 per year and at 
least as many are closed each year. How - 
has this task been accomplished? How 9, 
this court organized? What is its modi}... 
operandi? What are the questions involvedy,, 
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OP THE TAX COURT 


OF THE UNITED STATES 


Judge Murdock was originally appointed a member of the Board of Tax 
Appeals in 1926. In 1941 he was elected chairman, his title being 
changed by the Revenue Act of 1942 to “Presiding Judge of the Tax 


J. E0)00CK 
| 


re clos*Py tax cases? And is the work dull and 
issed: of; rowing or interesting and broadening? 
rare s 3 
Pon The Tax Court of the United States is 
pinions #PParently the largest unified court in the 
ne judgqUnited States. Indeed, any larger court 
1 a veagtight prove too cumbersome. ‘There are 
se. Th@6 judges. It is a single court and not 16 
been 95@s¢Parate courts. The judges and employees 
ly. or antl! reside in Washington, D. C., where the 
er judggottice for the transaction of the business 
lishmenf®! the court is located, where all pleadings 
ist spen@ust be filed, and where all motions are 
evidencefteard. It has courtrooms there but the 
rvs aftedlUdges ride circuit at more or less regular 
” Parrotfitervals each year for the purpose of hold- 
not beerMg hearings on the merits in about 50 prin- 
lane keeq<ipal cities scattered over the country. This 
are now's done for the convenience of taxpayers so 
the cour{that they will not have to travel long dis- 
‘ing filedStances with their witnesses in order to pre- 
r and atse™t their cases. This practice has been a 
4 teat boon also to the Bureau in recent years 
How iqnnce it decentralized its general counsel 
+ ale and technical staffs. The court has court- 
ndiatil ‘mg of its own in Chicago and in New 
ork. Elsewhere it must borrow a court- 
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Court of the United States.” His term as Presiding Judge expired 

July 1, 1945, but his term as Judge will not expire until 1956. The new 

Presiding Judge is Bolon B. Turner. This article is reprinted from 
the American Bar Association Journal. 


room, usually from a local Federal court. 
The judges sit individually, except that 
occasionally cases are heard by multiple divi- 
sions. The court has the right to use com- 
missioners, as does the Court of Claims, but 
so far it has not followed that procedure. 
The judges are appointed by the President, 
with the advice and consent of the Senate, 
for 12-year terms. The salary is $10,000 
per year, with no retirement, old age, or 
pension privileges provided. 


There are 112 employees of the court. 
About one-half of these are secretaries, ste- 
nographers, or law clerks directly under the 
judges. The court employs no engineers, 
accountants, or professional men other than 
lawyers. The secretary of the court super- 
vises 28 employees who keep the financial 
and statistical records, arrange for printing 
and publication of the opinions of the court, 
report those opinions, purchase material, 
handle mail, and provide messenger service. 
The Tax Court is a court of record and 
maintains the necessary dockets and files. 
This part of the work is under the super- 
vision of the clerk, assisted by 18 employees 
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engaged in making docket entries of each 
step of each proceeding, filing papers, ar- 
ranging the calendar of cases for trial, 
acting as clerk at the trials, and preparing 
records for appeal. 


Law Clerks Assist the Judges 


The court has carefully .selected and 
trained a staff of law clerks to assist its 
judges. They are a capable group. Each 
law clerk is assigned to one judge. Each 
judge chooses his law clerk to suit his own 
purposes. Some prefer a man who has had 
considerable experience, while others prefer 
young men, well educated and well trained 
in the law, even though they have had no 
tax experience. The present staff includes a 
number of very capable lawyers who have 
been with the court for many years, as well 
as some promising younger men. The court 
is constantly losing men from its staff to 
private firms which are able to pay them 
more money. This is not entirely a disad- 
vantage to the court, which has learned that 
well educated, intelligent, and ambitious 
young men are eager to obtain training with 
the court in tax matters so that they may 
go out into private practice with this expe- 
rience as an additional asset. The court is 
always on the lookout for recruits of this 
type, preferably men who have had at least 
a few years’ experience in the practice of 
law. The law clerks are reasonably well 
paid in money, but the experience which 
they gain is perhaps of even greater value. 
Twenty-nine men have graduated from this 
school of experience and are doing excellent 
work in private practice, while eight em- 
ployees have gone into the armed forces of 
the United States. 


The cases are heard in the same way as 
cases are heard in a district court sitting 
without a jury. The court has no informa- 
tion about a case except that which is shown 
by the pleadings and the evidence introduced 
into the record before it. The hearings are 
stenographically reported by court reporters. 
The court decides each case upon the record 
made. A taxpayer institutes a proceeding 
before The Tax Court by filing a petition 
within 90 days after the mailing by the Com- 
missioner of a notice of deficiency. The 
taxpayer is supposed to set forth in the peti- 
tion a statement of facts showing jurisdic- 
tion in the court, assignments of error 
committed by the Commissioner, and a full 
statement of the facts relied upon by the 
taxpayer to show that these errors were 
committed. The case is at issue and ready 
for hearing when the Commissioner answers, 


780 September, 1945 @ TAX ES—The Tax Magazine 







unless he has set forth affirmative matter jgand ther 
his answer which calls for a reply upon thagatations. 
part of the taxpayer. The case is then sef 
for trial, usually at or near the place reff: 
quested by the petitioner. One of the judge 

is assigned to hear that calendar, the partie 
present their evidence, the judge rules upo 
objections, the stenographic notes are tran. 
scribed, thereafter the parties usually file 
complete briefs, and, next, the judge pref: 
pares findings of fact and an opinion. Con 
gress has wisely required that the procedur 
be formal and judicial in character, but the: 
court by its rules and practice has attempted ; 
to make these proceedings simple and and fin: 
straightforward in accordance with the most come tl 
modern trends of court procedure. The§ sinless, 
court exercises no regulatory, investigatory, forwar 
administrative, or policy-forming powers directs 
but merely decides the questions of fact and presidi 
Jaw in the cases coming before it. (Cf. final on wr 
report of Attorney General’s committee on judges 
administrative procedure, report of Brown i, reg 
low committee, S. Doc. No. 8, 75th Cong, eeskin 
Ist sess.) Appeals lie to the circuit courtf ther 
of appeals. connec 
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The judges of The Tax Court, as required of the 

by law, elect one of their members presid- of cou 
ing judge at least once every 2 years. One 
of his duties is to handle the many adminis- 
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trative problems of the court. Problem of eae 
personnel, of duties to be performed, of the waiee 
budget, and the problem of arranging for 

the trial of the cases are all his. He must, — 
with the assistance of his staff, consisting of P 
the clerk and others, calendar for hearing All 
about 4,000 cases every year in 50 different] lished 
cities and make all arrangements incident} mem« 
thereto. He must see that there are enough print 
cases on each calendar to justify the ex-f ymes 
penditures entailed in hearing that calendar, sidin, 
that there is no unavoidable delay in hear- opini 
ing the cases ready for trial at the various aad 
cities, and that a courtroom and a judge oe 
are available. No judge must be permitted a 
to run out of cases or be burdened with so clude 
many at a time that they will become in- thor; 
ordinately old in his hands before being shows 
decided. Calendars must be arranged al- is th 
most continuously in New York, less Ire-F of 5, 
quently at such places as Seattle and Miam.f 4, ,, 
Care must be taken in arranging these cal-f forn 
endars so that some attorney for the Gov- prin 


ernment or for taxpayers is not scheduled 
to be at two different places at the same 
time. The calendars must be arranged well 
in advance so that the parties, their counsel, 
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‘H other 15 judges write. 


I ion written by the other 15 judges. 


# working. 


‘Bond their witnesses may make ample prep- 
Marations. 


But an even larger task of the presiding 
judge is to review every opinion which the 
The statute requires 
each judge to hear and decide the cases as- 
signed to him. The presiding judge, for ex- 


‘Bample, may assign a calendar of cases at 
‘i Denver, Colorado, to one of the judges. 
7 judge goes to Denver, hears those cases; re- 


That 


turns to Washington, and after the briefs 
are filed, he writes an opinion in each case, 
including, wherever appropriate, findings of 
fact. The statute provides that each opinion 
and findings of fact thus written shall be- 
come the opinion and findings of the court 
unless, within 30 days after having been 
forwarded to the presiding judge, the latter 
Thus the 
presiding judge must consider every opin- 
The 
judges frequently confer with one another 
in regard to the cases upon which they are 
The presiding judge gives the 
other judges the benefit of his thoughts in 
connection with their cases which he is re- 
viewing and he tries to refer to the full 
court all cases involving any important new 
principle, doubtful cases, and cases which 
may be in conflict with some other decision 
of the court. He resolves doubts in favor 
of court review. This procedure is designed 
to prevent conflict, to bring about uni- 
formity, and to gain the benefit of consid- 
eration by more than one mind of the 
various questions presented. 


Opinions Are Made Public 


All of the opinions of the court are pub- 
lished, in that they are made public, but 
memorandum opinions are not published in 
printed form or included in the bound vol- 
umes of the reports of the court. The pre- 
siding judge also decides whether an 
opinion is or is not to be printed. The memo- 
randum opinions, that is, the ones that are not 
printed, are supposed to be limited to those 
having no value as a precedent. They in- 
clude any case decided solely upon the au- 
thority of another, cases involving subjects 
already well covered by opinions appearing 
in the bound volumes of the reports, failure- 
of-proof cases, and some others. Doubts as 
to whether a case should be in memorandum 
form or printed are resolved in favor of 
Printing. If counsel finds in a memorandum 
Opinion some precedent of value, he may 
cite it effectively in his brief, even though 
the opinion does not appear in the bound 
volumes of the reports of the court. 
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The Court Confers on Friday 


The court meets in conference every Fri- 
day for the purpose of discussing its prob- 
lems, formulating policies, changing its rules 
when necessary, and considering the cases 
which have been referred to it by the presid- 
ing judge. Copies of the opinions to be re- 
viewed have been circulated well in advance 
and the judges come prepared for a full dis- 
cussion of the cases. Frequently the pre- 
siding judge has distributed a memorandum 
explaining why a particular case has been 
referred to the court and expressing his 
views thereon. Not infrequently judges use 
this same method to acquaint the other 
judges with their views in advance of the 
meeting. The presiding judge acts as chair- 
man of these conferences, and the 16 judges 
sit around one large table. Each case is 
brought up for discussion at the conference 
and views are expressed freely, forcefully, 
and directly. A vote is taken at the end of 
the discussion on each case and the result 
determines whether the opinion stands or 
falls. If it falls, the author may be per- 
suaded by the discussion to make some 
changes, or he may adhere to his original 
opinion, in which event the presiding judge 
will assign the case to some other judge 
to write up the majority views. The new 
opinion, whether by the same hand or a new 
one, will invariably come back to the con- 
ference for further discussion and a vote. 
It will be seen from the above that dis- 
senting and concurring views are published 
only in opinions reviewed by the court. 
However, if any judge of the court disagrees 
with an opinion which has been published 
without being reviewed by the court, he 
can ask to have it considered by the full 
court. For 20 years these conferences have 
produced lively, stimulating, and most ben- 
eficial discussions. The judges feel that 
these open discussions have probably con- 
tributed more to the success of the court 
than has any other single procedure or prac- 
tice, and it is their desire that they continue 
in full vigor. 


Outsiders Cooperate 


The Tax Court has received great assist- 
ance in its work from outside sources. The 
Commissioner of Internal Revenue, the 
chief counsel of the Bureau of Internal 
Revenue, and their staffs have been cooper- 
ative and helpful in many ways. The court 
can handle only a limited amount of litiga- 
tion and could be swamped easily with cases 
if the Bureau were to fall down, even for a 
short time, in its efficient collection of the 
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enormous revenues without litigation. Like- 
wise, the excellence and cooperation of the 
tax bar, which is now scattered all over the 
country, has been most beneficial. An ef- 
fective pretrial procedure or substitute for 
pretrial procedure has been developed. The 
court sends out notices that certain cases 
will be called for trial on a certain day ata 
certain place. These notices are sent out 
well in advance of the hearing. The attor- 
ney or technical staff representative having 
charge of one of these cases for the Bureau, 
who is located at the place set for the hear- 
ing, then sends an invitation to the counsel 
for the petitioner to come in and discuss the 
case to the end that it might be settled in 
whole or in part, or the facts stipulated in 
whole or in part. This system has worked 
most successfully for many years. The 
court encourages it in every way and reaps 
tremendous benefits. 


The Cases Are of Many Kinds 


A majority of the cases coming before the 
court are income tax cases, but many in- 
volve excess profits tax, estate tax, or gift 
tax, and recently the court has been given 
jurisdiction over processing tax cases and 
also cases involving determinations of ex- 
cessive profits under war contracts which 
have been subject to renegotiation. The 
court has authority to determine overpay- 
ments, and also in some cases its jurisdic- 
tion is based upon a claim for refund. It 
does not have concurrent jurisdiction with 
the district courts in cases based upon 
claims for refund. Considerable duplication 
of effort might be avoided if it had such 
jurisdiction. 

Forty-five million tax returns are filed 
every year, and in most instances the Com- 
missioner and the taxpayer agree upon the 
amount of tax due. They are unable to 
agree in only a very small percentage of the 
cases, but most of those cases come to The 
Tax Court. Thus the cases which the court 
must decide are, for the most part, the diffi- 
cult cases, the large cases, and the border- 
line cases. While taxes are based upon 
figures and accounting, nevertheless, the 
underlying figures in the cases coming be- 
fore the court are generally not in dispute. 
Once the court has decided some substan- 
tive question of law, the parties frequently 
agree as to figures and even as to the 
amount of tax. This is probably due to the 
fact that mathematics is an exact science 
and, as a consequence, the parties are usually 
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able to iron out their differences insofar a; 
figures are concerned without calling fo, 
any assistance from the court. The ques. 
tions involved in the cases coming before 
the court cover practically the entire field oj 
the law. Questions are constantly arising 
based upon the law of corporations, part. 
nerships, agency, community property, real 
and personal property (reversions, remain- 
ders, leaseholders, joint tenancy, tenancy by 
the entirety, tenants in common, the rule 
against perpetuities, etc.), trusts (testamen- 
tary, inter vivos, express, resulting, passive 
and active), insurance, contracts, wills, do- 
mestic relations, death and distribution, res 
judicata, procedure, and practice, and the 
law relating to oil, gas, and other minerals, 
A question of the applicability of some pro- 
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follow 
vision of the revenue act or the proper§ ysyall 
interpretation of some document requires con- paym¢ 
sideration of the rules of interpretation.) ynder 
Questions of the admissibility of evidence 
arise during the trial of a case. As one Sub 
writer has said in this connection: “om 
“k * * Tt seems difficult to find a field 4 oe 
which leads practitioners more widely through - dea 
the whole fabric of the law. * * * He must wae 
be broad in his background and broad in ng ‘ 
his outlook, if he is to deal effectively with ie 
the manifold problems which make up the befor 
modern field of tax law. There is no rea- cont 
son to expect that a judge in this fieid should tei 
become narrow and technical and special- 
ized.” (Professor Erwin N. Griswold, Har- Isc 
vard Law Review.) form 
asta 


Certainly the judges of The Tax Court 
find their work absorbingly interesting and 
not in the least stifling or narrowing. Their 
cases give them intimate, sometimes dra- 
matic, views of business, finance, inventions, 
and charities. 
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The Court Comes of Age Ps 
The court has now “come of age” with is t 
its twenty-first birthday in June 1945. It & dire 
has been able to establish lasting precedents J met 
in many subjects of tax litigation and has J} wit 
been sustained in most instances by the J or 
appellate courts. There are, of course, a to 
few fields in which satisfactory answers are the 
elusive and extremely difficult to devise. Go 
Family trusts, family partnerships, and cases a 
coming within the shadow of the Hallock Gc 
decision, might be cited as examples. ‘The jus 
court has endeavored throughout its exist- pa 
ence to earn and merit the respect of the lic 
taxpaying public, of the bar, of the courts, to 
and of the Government. [The End] 
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Some basic questions for consideration 


Tax Barriers to the Contractor 


By EDWARD ROESKEN 


_ A CORPORATION, engaged in 
the business of general contracting, 
considers venturing into new states, the 
following are among the questions which 
usually arise concerning its liability to the 
payment of state taxes in the state or states 
under consideration: 


Submission of Bids: (a) Whether the mere 
submission of a bid gives rise to liability 
to the obtaining of authority to do business 
in the state in which the work will be per- 
formed if the bid is accepted and to the 
payment of the state initial taxes required 
in procuring such authority; (b) Whether 
statutory provisions exist which require that, 
before a bid may be submitted legally, a 
contractors’ occupation license must first be 
obtained. 


Isolated Transactions: Whether the per- 
formance of a single proposed contract in 
a state can be regarded as coming within the 
rule laid down in decisions that an isolated 
transaction does not constitute “doing busi- 
ness,” so as to require the “qualification” 
of the company as a foreign corporation and 
the concomitant payment of state initial 
taxes for authority to do business. 


Contracts with the Federal Government: 
(a) Whether the fact that the corporation 
is to perform its services within the state 
directly and solely for the Federal Govern- 
ment will, of itself, endow the contractor 
with any immunity from state taxes or fees 
or from the necessity of obtaining authority 
to do business; (b) whether the fact that 
the work is to be done for the Federal 
Government entirely within an area such as 
acamp, fort or navy yard, over which the 
Government has acquired all, or almost all, 
jurisdiction, has a bearing upon liability to 
payment of state initial taxes or occupation 
license taxes and the obtaining of authority 
to do business. 


Occupation Licenses: (a) Whether state 
or local occupation license taxes are imposed 
upon the business of contracting; (b) 


Tax Barriers to the Contractor 


whether, in addition, there are special stat- 
utes requiring registration with a state offi- 
cial or board, charged with the-regulation 
of the business of cortracting, and (c) 
whether authority to do business as a for- 
eign corporation must first be obtained be- 
fore such occupation licenses will be granted. 


Submission of Bids 


The mere submission of a bid to a pro- 
spective customer in a state in which no 
activities have been previously carried on is 
not, of itself, regarded as the “doing of 
business” which would require the foreign 
corporation submitting the bid to procure a 
license to do business as a foreign corpo- 
ration in the state, and pay the accompany- 
ing initial taxes. The Illinois Appellate 
Court observed, in Ebinger v. Breese et al., 
240 Ill. App. 80: “The submission of a bid 
is only a preliminary step looking to the 
transaction of business, and not the transac- 
tion of business in violation of the statute.” 
Other decisions to the same general effect 
are Hogan v. St. Louis, 176 Mo. 149, 75 S. W. 
604; State v. American Book Co. et al., 69 
Kan. 1, 76 P. 411; Will v. City of Bismarck, 
36 N. D. 570, 163 N. W. 550. 


Ordinarily, when a bid submitted by a 
foreign contracting company is accepted, it 
is to be followed by activities within the 
foreign state which, of themselves, constitute 
“doing business.” It is usually customary, 
therefore, to qualify as a foreign corpora- 
tion immediately after the bid is accepted 
and before business is actually done within 
the state.’ 


1The Attorney General of Mississippi has 
ruled that neither the presentation of a bid on 
a contract nor the acceptance of the bid is doing 
business in the State and that a contractor may 
submit a bid, obtain a contract and then qualify 
as a foreign corporation and there would be no 
penalties for failing to qualify earlier. (Opinion 
of the Attorney General, January 17, 1940.) The 
Attorney General of Utah has rendered an opin- 
ion to the same general effect. (Opinion, Jan- 
uary 19, 1940.) 
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It is to be noted that in Alabama a foreign 
corporation, submitting a bid which may 
result in a contract for a public improve- 
ment, is required, by statute, to accompany 
its offer with a certificate of the Secretary 
of State that the corporation is already 
authorized to do business in Alabama as a 
foreign corporation. (Code of 1940, Title 50, 
Secs. 1 to 15.) 


Those to whom bids are submitted some- 
times take the position that a bid will not 
be considered unless the corporation sub- 
mitting it has previously been authorized to 
do business as such within the state. 


In Arizona, Arkansas, Louisiana, Missis- 
sippi, Nevada, New Mexico, North Carolina, 
South Carolina, Utah and Virginia, there are 
contractors’ occupation or regulatory licenses 
which must first be secured before a con- 
tractor may offer to engage in general con- 
tracting.” 


Isolated Transactions 


The courts have laid down the general 
rule that a single, isolated transaction, car- 
ried on in a foreign state by an unlicensed 
foreign corporation, is not ordinarily to be 
regarded as the doing of business so as to 
make qualification as a foreign corporation 
necessary.* 


However, where a single transaction in- 
volves the activities of employees of a foreign 
corporation within a state for a considerable 
period, or where the activities necessarily 
imply that there will be further operations 
carried on by the foreign corporation, quali- 





2In Tennessee, in addition to the State Gen- 
eral Contractors’ License, there is a local county 
license imposed on those engaged in the busi- 
ness of constructing railroads and public roads 
in the State. The State Highway Department 
and political subdivisions of the State are pro- 
hibited from awarding any contract for the con- 
struction of public roads without first requiring 
proof that the successful bidder has paid the 
latter privilege tax. (General Revenue Act, 
Art. II, Sec. 1 Item 28.) The Attorney General 
of North Carolina has ruled that one who bids 
on a construction contract which is to be car- 
ried out within North Carolina would be re- 
quired to pay the $100 bidder’s tax, regardless 
of whether or not the actual bidding was done 
within the State. (Opinion of Attorney General, 
October 17, 1941.) 

% Cooper Mfg. Co. v. Ferguson, 113 U. S. 727; 
McMillan Process Co. v. Brown, 91 P. 2d 613; 
Emcee Corp. v. George, 12 N. E. 2d 333; United 
Mercantile Agencies v. Jackson et al., 173 S. W. 
2d 881. 
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fication has been held to be necessary! 4 
Pennsylvania decision® illustrates this jm. 
portant exception to the general rule. There 
the fulfilling of a single contract to do lan¢. 
scaping, grading and road construction op 
an estate, carried on over a period of fou 
months, was held to constitute “doing bugi- 
ness” which required qualification, as it con- 
templated what was not a single act buta 
continuing project. 
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Therefore, since the work of general con- 
tractors, by its very nature, requires consid- 
erable time for its performance, rarely do 
such activities come within the general rule 
exempting isolated transactions. 
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established that such a contract gives rise 
to no immunity from compliance with either 
the foreign corporation laws, requiring quali- 
fication and the payment of initial taxes, or 
the laws imposing the payment of annual 
taxes to the state.® 


In one of the cases cited, an Arkansas de- 





“Tt 
cision rendered in 1941, a foreign corpora- J ay in 
tion was constructing a levee in Arkansas oat 
under a contract with the Federal Govern- nad 
ment without being licensed as a foreign a i 

4John Deere Plow Co. v. Wyland, 76 Pac. § Unit 
863; General Highways System, Inc. v. Dennis, § jt js | 
230 N. W. 906; Palm Vacuum Cleaner Co. v. 7s 
Bjornstad et al., 161 N. W. 215; Peterman Con- | % ts 
struction and Supply Co. v. Blumenfeld, 125 Fr 
So. 548; Newell Contracting Co. v. State High- F 
way Commission, 15 So. 2d 700; State ex rel. sions 
Lay v. Arthur Greenfield, Inc., 205 S. W. 619; & havi 
National Sign Corp. v. Maccar Cleveland Sales men 
Corp., 168 N. E. 758; Hoffman Construction Co. : 
v. Erwin, 200 Atl. 579; Mandel Bros., Inc. v. § cati 
Henry A. O’Neil, Inc., et al., 69 F. 2d 452; a 
Loomis v. Peoples Construction Co., 211 Fed. 1 
453; Interstate Construction Co. v. Lakeview in 
Canal Co. et al., 224 Pac. 850. appe 

5 Hoffman Construction Co. v. Erwin, 200 Atl. 62S 
579. ty 

*° FE. E. Morgan Co., Inc. v. State for Use and § ¢ 4 
Benefit of Phillips County, 150 S. W. (2d) 736, CT. 
appeal dismissed for want of a substantial Fed- — ¢ 0 
eral question by the Supreme Court of the ‘ 
United States, 62 S. Ct. 77, rehearing denied, U ; 
62 S. Ct. 175; Baltimore Shipbuilding and Dry | q,, 
Dock Co, v. Baltimore, 195 U. S. 375; James Nat 
v. Dravo Contracting Co., 58 S. Ct. 208; Ranier 24 
National Park Co. v. Henneford et al., 45 P. 2d Na: 
617, certiorari denied, 56 S. Ct. 307; Ranier 481 
National Park Co. v. Martin et al., 18 F. Supp. 
481, affirmed, 302 U. S. 661. ss 
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for failure to be authorized to do business, 
in a suit seeking recovery of a penalty of 
$1,000, the company contended that the stat- 
utes requiring such qualification had no ap- 
plication to it, since it was “working under 
employment of the Federal Government in 
the State of Arkansas.” This contention was 
overruled by the Supreme Court of Arkan- 
sas, which affirmed a judgment for the penalty, 
ruling that there could be no doubt that 
the company was an independent contractor 
and not a government instrumentality. An 
appeal to the Supreme Court of the United 
States was dismissed for want of a substan- 
tial Federal question.’ In at least five states, 
attorneys general have rendered opinions to 
the same general effect that a corporation 
is to be regarded as “doing business” under 
similar circumstances, so as to be required 
to be licensed as a foreign corporation. 
These states are Alabama, Kentucky, Ore- 
gon, Tennessee and Utah.* 


It has been indicated in a number of de- 
cisions that the mere fact that a foreign 
corporation is operating within a state under 
acontract with the Federal Government will 
not have the effect of exempting it from 
annual state taxes.° The Supreme Court of 
the United States observed in one of these 
cases: 


“It seems to us extravagant to say that 
an independent private corporation for gain, 
created by a State, is exempt from state 
taxation, either in its corporate person, or 
its property, because it is employed by the 
United States, even if the work for which 
itis employed is important and takes much 
of its time.” * 


From the views expressed in these deci- 
sions, it would appear that a corporation 
having contracts with the Federal Govern- 
ment is not thereby exempted from qualifi- 
cation requirements or from the payment of 


‘ER. E. Morgan Co., Inc. v. State for Use and 
Benefit of Phillips County, 150 S. W. 2d 736, 
appeal dismissed, 62 S. Ct. 77, rehearing denied, 
62S. Ct. 175. 

‘Alabama CT (Corporation Tax) Service, 
{ .403; Kentucky CT Service, { .01113; Oregon 


CT, §.0143; Tennessee CT, { .404; Utah CT, 
{ .0117, 


*James v. Dravo Contracting Company, 302 
U.S. 134; Baltimore Shipbuilding and Dry Dock 
Company v, Baltimore, 195 U. S. 375; Ranier 
National Park Co. v. Henneford et al., 45 P. 
2d 617, certiorari denied, 296 U. S. 647; Ranier 
National Park Co. v. Martin et al., 18 F. Supp. 
481, affirmed, 302 U. S. 661. 


” Baltimore Shipbuilding and Dry Dock Com- 
pany v. Baltimore, 195 U. S. 375. 
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annual state taxes,” and that such a com- 
pany is in much the same position with 
respect to liability to qualification and state 
taxation as other corporations. 


Work Done Within Federal Areas 


It is possible that an immunity from state 
control may exist where a foreign corpora- 
tion’s activities in a state are to be limited 
to those carried out under a Government 
contract within a Federal area. Before such 
a situation can arise, the land comprising 
the Federal area must have been purchased 
by the Federal Government by the consent 
of the Legislature of the state in which 
the area is located. The immunity is achieved 
under a provision of the Federal Constitu- 
tion. Clause 17 of Section 8, Article 1, con- 
tains a provision that Congress shall have 
power to exercise exclusive legislation in 
all cases whatsoever: . . over all Places 
purchased by the Consent of the Legislature 
of the State in which the same shall be, for 
the erection of Forts, Magazines, Arsenals, 
dock-yards, and other needful Buildings.” 


The question resolves itself, therefore, into 
one whether the United States has acquired 
such exclusive legislative authority over the 
area through purchase by consent of the 
Legislature of the state. 


In some decisions, the existence of state 
legislation ceding the area to the United 
States has been regarded as sufficient to 
divest the state of control over it,” except 
for the customary retention of the right to 
serve process issued out of the state courts. 


In other decisions, the rule laid down has 
not been so conclusive, since it has been 
held that a general law consenting to the 
purchase of land by the United States is not 
conclusive evidence of complete loss of state 
sovereignty over a purchased area, as the 


11 Including occupation license taxes imposed 
upon contractors. Sollitt & Sons Construction 
Co. v. Commonwealth, 161 Va. 854, 172 S. E. 
290, dismissed for want of a substantial Federal 
question, 292 U. S. 599, 54 S. Ct. 632. 


122 State v. Blair, 191 So. 237, (Maxwell Field); 
Standard Oil Co. of California v. California, 
291 U. S. 242, 54 S. Ct. 381. (The Presidio, San 
Francisco); Surplus Trading Co. v. Cook, 281 
U. S. 647, 50 S. Ct. 455, (Camp Pike); Murray 
v. Joe Gerrick & Co, et al., 291 U. S. 315, (a 
Navy Yard); Webb v. J. G. White Engineering 
Corp. et al., 85 So. 729, (Muscle Shoals); O’Pry 
Heating & Plumbing Co. v. State of Alabama, 
3 So. 2d 316, (a Veterans’ Hospital). The At- 
torney General of Maryland has ruled that a 
foreign corporation whose activities within the 
external boundaries of Maryland are confined 
to Federal areas, is not: required to qualify 
under the provisions of Art. 23, Ann. Code. 
(Opinion, February 27, 1941.) 
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Government may, by its acts, subsequently 
indicate that it does not regard the state 
as having yielded exclusive jurisdiction to 
the Government—particularly where the Gov- 
ernment has required compliance with state 
laws by contractors operating within the 
Federal area.” In at least one instance, it 
has been held that state laws enacted prior 
to the cession by the state would remain in 
force until abrogated by the United States, 
while state laws subsequently enacted had 
no application to the area ceded.” 


Where investigation reveals there is no 
state legislation granting consent to the pur- 
chase of the area by the Government, a 
constitutional condition precedent to pos- 
sible immunity from state jurisdiction is 
lacking. Even where such legislation is 
found, it may be that intrastate activities 
must necessarily be carried on within the 
state, but outside the Federal area, which 
will give rise to liability to qualification, 
initial taxes and annual taxes.” 


States have been granted, by Congress, 
the right to extend their sales, use and in- 
come taxes to taxpayers carrying on business 
in Federal areas by the Buck Act.” 


Occupation License Taxes and 
Regulatory Fees 


Eighteen states subject contractors to 
either of two types of provisions, or both: 


(1) Those imposing occupation license taxes 
for the purpose of raising revenue. 


(2) Those imposing regulatory fees in con- 
nection with registration of the contractor 
with a state official or board. 


Occupation License Taxes 


The states imposing occupation license 
taxes upon those engaged in the business of 
a contractor are Alabama, Delaware, Florida, 
Georgia, Louisiana, Maryland, Mississippi, 
Montana, North Carolina, South Carolina, 
Tennessee and Virginia. Payments are 
usually made to local county officials, al- 
though in Delaware, Louisiana, Mississippi, 
North Carolina and South Carolina, the 
administration is lodged in state officials 
or boards. 





13 Atkinson v. State Tax Commission et al., 
303 U. S. 20, 58 S. Ct. 419, (Bonneville Project). 


4 Pound v. Gaulding, 187 So. 468, (Fort Mc- 
Clellan). 

1% Sollitt & Sons Construction Co. v. Common- 
wealth, 161 Va. 854, 172 S. E. 290, dismissed, 
292 U. S. 599, 54 S. Ct. 632. 

16 Act of October 9, 1940, Ch. 787, Secs. 
54 Stat. 1059, 1060. 
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Where the administration of the taxes js 
delegated to a state official or board, it js 
usually an official or board charged with the 
collection of other state taxes. Where ad. 
ministered by a county official, it is ordi- 
narily the county tax collector, county 
treasurer or the county court clerk. ; 
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There is no uniformity in rates and little tq be 
uniformity in the bases of the taxes in those st aie 
states where flat rates are not imposed, ‘ licati 
However, the most common basis is one ap 
related to the total state contracts on hand, There 
schedules of rates being applied to this amount, erecang 

v1 

In both the Carolinas, in addition to the ne be is: 
securing of a license for the privilege of sub-f has not 
mitting a bid, upon payment of $100 in each gyiring 
state, there is a tax imposed upon eachf thority 
project or contract, with graduated rates state. 
applied to the contract price or estimated corpora 
cost of the project. must h 

In connection with the Virginia require-§ Comm< 
ments, it may be noted that the form off % Proc 
application requires a foreign corporation tof Subc 
give the date authority was obtained from specific 
the State Tax Commission to do business § licensit 
as a foreign corporation in Virginia. Louisi< 

they a 
Regulatory Fees ; 

The states which impose regulatory fees Spects 
for the registration, with a state official orf Con 
board, of those engaged in the business of a § ment 
contractor are Alabama, Arizona, Arkansas, J provis 
California, Louisiana, Mississippi, Nevada, § sippi, 





New Mexico, North Carolina, South Caro- 
lina, Tennessee, Utah and Virginia. 


The fees payable when the first applica- 
tion for registration is filed range from $10 
to $100 while, after the first year, renewals 
are effected at rates from $5 to $50, since, in 
six states, Alabama, California, Louisiana, 
North Carolina, South Carolina and Virginia, 
the renewal fees are one-half the amount pay- 
able the first year. In most instances, the 
license renewal is related to the beginning 
of the calendar year; in three states, renewal 
is required on or before June 30, and in 
the remaining states renewal is effected an- 
nually on the date the license is originally 
issued. 












































































Those who merely submit a bid are in- 
cluded among the contractors subject to 
these requirements in five states, Arkansas, 
Louisiana, Mississippi, Nevada and Utah. 
In four additional states, Arizona, New 
Mexico, Tennessee and Virginia, they apply 
to those who offer to engage in or undertake 
contractors’ work in the state. In Missis- 
sippi, failure to procure the license renders 
the contract void. 
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Boards in six states, Alabama, Arkansas, 
Louisiana, South Carolina, Tennessee and 
Virginia, meet at stated times, usually semi- 


annually, and, in some instances, applications 
. Bfor licenses are required to be submitted at 
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An examination is required to be taken 
by a representative of the contractor in at 
least six states in connection with the first 
application for registration. 


There are two states, Arizona and New 
Mexico, in which there are statutory pro- 
visions to the effect that no such license is 
to be issued to a foreign corporation which 
has not complied with the state laws re- 
quiring foreign corporations to obtain au- 
thority to do business as such within the 
state. In addition, in Virginia, a foreign 
corporation, before bidding upon a contract, 
must have appointed the Secretary of the 
Commonwealth as its agent for the service 
of process. 


Subcontractors are mentioned as being 
specifically subject to the regulatory type of 
licensing in five states, Arizona, California, 
Louisiana, Nevada and New Mexico; while 
they are stipulated as exempt in Virginia. 


Special Provisions 


Contractors are accorded special treat- 
ment under the gross income or sales tax 
provisions of four states, Arizona, Missis- 
sippi, New Mexico and West Virginia. There 
this occupation is segregated from other 
taxable occupations and a separate rate ap- 
plied to the gross income or receipts from it. 


In Idaho and North Dakota, contractors 
on public works are separately taxed.” In 


"Idaho: Laws 1937, Chapter 221; North Da- 
kota: Laws 1937, Chapter 110. 


Tennessee, those constructing railroads and 
public roads pay a tax to the county court 
clerk of the county in which business is 
done, the original contractor and subcon- 
tractors being subject to different rates. 
The, Tennessee Highway Department and 
political subdivisions of the state are pro- 
hibited from awarding any contracts for 
the construction of public roads unless this 
tax has first been paid by the successful 
bidder.* 


There is a Kentucky provision applicable 
to those “who seek to procure, bid upon, 
or offer to bid upon’ any contract with the 
Department of Highways.” These con- 
tractors must apply for and procure a cer- 
tificate of eligibility and qualification from 
that Department to bid on work for “the 
construction or maintenance of any public 
road or highway, or bridge or bridge ap- 
proach, or any section thereof,” upon pay- 
ment of an annual license fee. 


In Kansas, a foreign corporation subject 
to the state income tax law which fails to 
comply fully with its provisions, is prohib- 
ited from being awarded “any contract for 
construction, reconstruction or maintenance 
or for the sale of materials and supplies to 
the State of Kansas or any political subdi- 
vision thereof until such time as said non- 
resident has fully complied with this Act.” ” 


In New Mexico, there is a special gross 
income tax requirement taxing the rental of 
contractors’ teams, machinery and equip- 
ment at two per cent of the gross receipts 
from such activity.” 


[The End] 


18 General Revenue Act, Art. II, Sec. 1, Item 
28. 


19 General Statutes, 
79-3228. 


20 Statutes, 1941, Ch. 76, Sec. 76-1404 (F). 


1935, Chapter 79, Sec. 








MORE TAXES IN KENTUCKY 


Kentucky’s Court of Appeals in a 4 to 3 opinion has held that the right of bene- 
ficiaries to draw insurance benefits and annuities is subject to ad valorem taxation 
at the rate of 50 cents per $100 valuation. One of the dissenting justices stated 
that the majority opinion “will make Kentucky the most taxridden state in the 
union.” Under the Kentucky law, the owner of dividend-paying stock must pay 
ad valorem tax on the stock and income tax on the dividend. Before the present 
decision, the owner of an insurance contract yielding cash benefits did not pay an 
ad valorem tax on the contract, but paid only income tax on certain portions of 
the benefits. Now, dividend-producing stock and income-producing insurance 
contracts will be treated alike for tax purposes. There is now in effect in Ken- 
tucky some $1,750,000 of ordinary, industrial and group insurance. More than 
$1,000,000 of the total is in ordinary life insurance. 
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By DOUGLAS VAN DYKE 


ONGRESS, on February 25, 1944, added 

the following subsection (k) to section 
811 of the Internal Revenue Code dealing 
with the valuation of a decedent’s estate for 
imposition of the Federal estate tax. 


(k) VALUATION OF UNLISTED 
STOCK AND SECURITIES.—In the 
case of stock and securities of a corpora- 
tion the value of which by reason of their 
not being listed on an exchange and by 
reason of the absence of sales thereof, 
cannot be determined with reference to 
bid and asked prices or with reference to 
sales prices, the value thereof shall be de- 
termined taking into consideration, in ad- 
dition to all other factors, the value of 
stock or securities of corporations en- 
gaged in the same or a similar line of 
business which are listed on an exchange. 


The necessity for this mandatory provi- 
sion is disclosed by the method of valuation 
of such stocks employed by the Commis- 
sioner at the time of its enactment. 


Regulations early provided that the value 
of “all” or “each item” of property includ- 
able in the gross estate should be its “fair 
market value” at the time of 
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decedent’s 


The Commissioner prefers a formula which leaves the valuation of securities to 
his discretion, says this Milwaukee attorney, who writes from intimate experience 
with the subject. 
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death." The “fair market value” is defined 
as the price at which the property would 
change hands between a willing buyer and 
a willing seller, neither being under any 
compulsion to buy or sell.” 






























Comparative Method of Valuation 





fers 

The “fair market value,” as so defined, obvi 
of shares of stock in a “close” corporation J} pj, | 
no shares of which are traded in and for § peay 
which there are no bid and asked prices, | the , 
can be established as of the date of dece- — 
dent’s death, only by consideration of the oe 
fair market value on said date of shares of ne 
stock of other comparable corporations. J be e 
Net worth, earning power, and dividend J his « 
paying capacity of the corporation the stock how 
of which is to be valued, are merely factors a, 
used in making the comparison. Such fac- ne 
tors alone cannot possibly establish a “fair 5) 
market value” or the equivalent thereof of J go» 
such stock as of a certain date.” Ban 
387, 

1 Regulations 105, sec. 81.10 (a) and prior § v. J 
regulations. Okl: 
2 This obvious proposition is overlooked by — Sift 
the majority of decisions and text books. See, 6 | 
however, Montgomery, Federal Taxes on Es- at : 
tates, Trusts and Gifts 1944-5, pp. 495-496; B." 
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The price at which the same or similar 
property was changing hands, or would 
have changed hands, between willing buy- 
ers and sellers on the specific date, is the 
most important factor of all. It is the un- 
derlying basis of the opinion of the expert 
witness as to the fair market value of the 
stock. It is the factor always considered 
by an investor selecting an investment. The 
Commissioner was required to consider such 
factor prior to the enactment of subsection 
(k), because by the regulations he was re- 
quired to consider all] relevant factors.’ 


Notwithstanding that such comparative 
method of valuation is supported by the 
great weight of authority * the Commissioner 
and Board of Tax Appeals from the outset 
have deemed the use of comparatives too 
speculative to be of any value in the deter- 
mination of the “fair market value” of shares 
of stock® except when the comparatives 
support the Commissioner’s valuation.® 


Commissioner’s Formula Method 


The Commissioner has usually adopted a 
formula method of valuation which involves 
capitalization of average net earnings at 
rates selected by him. No effort is made 
by him to determine such rates by consid- 
eration of the price-earnings ratios at which 
comparable stocks were selling at the time 
of decedent’s death. By selection of the 
years to be averaged and the rates to be 
used, he could arbitrarily fix the valuation 
at any desired figure. The result is an arbi- 
trary valuation having no relationship to 
market values at the time of decedent’s 
death. 


The reason why the Commissioner pre- 
fers this formula method of valuation is 
obvious. The valuation is left entirely to 
his discretion. The scales of justice are 
heavily weighted in his favor by reason of 


the presumption of correctness of his valua- 


Wigmore on Evidence (3d ed.) sec. 463. Mr. 
Wigmore, in discussing a case which held that 
knowledge of specific sales of property might 
be employed by an expert witness in forming 
his opinion, sarcastically remarks: ‘‘by the way, 
how else could he form a value-opinion of land’’. 


3 Regulations 105, sec. 81.10 (c); Laird v. Com- 
missioner (on rehearing) 85 F. (2d) 598. 

* Wigmore on Evidence (3d ed.) sec. 463. 

5 Executors of the Estate of Jacob Fish v. 
Commissioner, 1 B. T. A. 882. George D. Harter, 
Bank Executor v. Commissioner, 38 B. T. A. 
387, at 398. Compare Blackard et al. executors, 
v. Jones, U. S. District Court, Western Dist. of 
Oklahoma, June 27, 1944; CCH Estate and 
Gift Tax Service, paragraph 10,140. 

°*Rheinstrom v. Willcuts, 26 Fed. Supp. 306, 
at 310. Augustus E. Staley v. Commissioner, 41 
mT. A. 952, at 771. 
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tions. The burden of proof thus placed 
upon the taxpayer and the tendency of ap- 
pellate courts to sustain the valuations made 
by the Commissioner render it practically 
impossible for the estate to obtain a fair 
valuation, unless the valuation of the Com- 
missioner is so arbitrary as to shock the 
conscience of the court. The result is that 
valuation of stocks in close corporations be- 
comes a “horse trading” proposition, usu- 
ally necessitating a compromise figure con- 
siderably in excess of what would be the 
equivalent of a fair market value for the 
stock, or else costly litigation to establish 
the fair market value thereof. 


Purpose of Subsection (k) 


The obvious purpose of subsection (k) 
was to’ compel the Commissioner to corre- 
late his valuation with actual market values 
on the valuation date, and thus avoid arbi- 
trary valuations which have no relationship 
to actual market values. It should there- 
fore be liberally construed to carry out such 
purpose. 


Either price-earnings, price-net worth, or 
other ratios based on market values of com- 
parable corporations should be used in valu- 
ing the stock of a close corporation, or 
else the formula value given to such stock 
by the Commissioner should be correlated 
with the market values of comparable cor- 
porations at the time of decedent’s death. 
This can be accomplished by applying to 
the comparable corporations the same for- 
mula and ratios used by the Commissioner 
in valuing the stock of the close corporation, 
and then ascertaining the ratio between such 
formula value of the comparable stock and 
the actual market value thereof. Such ratio 
can then be used to adjust the formula 
value of the stock of the close corporation 
to market values at the time of decedent’s 
death. 


“Confusion of Issues” 


The objection most frequently made to 
the comparative method of valuation is that 
the determination of the actual market value 
of the comparative stocks might lead to a 
“confusion of issues.” * 


The Commissioner is only required by 
Congress to use listed stocks as compara- 
tives because the determination of value of 
such stocks would not lead to a confusion 
of issues. The regulations, however, require 
that he take into consideration all relevant 
factors which would, of course, include over- 


7 Wigmore on Evidence (3d ed.) sec. 463. 
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the-counter stocks, the market value of 
which could readily be determined. In some 
instances the market value of stocks actively 
dealt in over the counter can more readily 
be determined than the market value of in- 
active stocks listed on one of the large ex- 
changes. Stocks comparable to the stock 
of a close corporation are much more apt to 
be found among those traded in over the 
counter than on the New York stock ex- 
change. The market value of such over- 
the-counter stocks is certainly a relevant 
factor and should therefore be considered 
by the Commissioner, especially if listed 
stocks are not available as comparatives. 
He should not ignore the requirement of 
the regulations that he consider all relevant 
factors. 


The obvious purpose of Congress in re- 
quiring that the comparatives should be en- 
gaged in the same or a similar line of busi- 
ness is that the market value of stocks of 
corporations engaged in the same or similar 
lines of business are usually affected by 
the same economic conditions, and rise and 
fall together. Such similarity does not nec- 
essarily depend on similarity of the article 
sold. For example, at the termination of 
the war the machine tool industry will be 
depressed by the vast amount of machine 
tools thrown on the market, while on the 
other hand, a great demand will exist for 
household appliances such as refrigerators, 
washing machines, vacuum cleaners, etc. A 
corporation manufacturing electric motors 
for use in the machine tool industry should 
not be compared to a corporation manufac- 
turing electric motors for use in the house- 
hold appliances aforesaid. Such corpora- 
tions should be compared to corporations 
engaged in or dependent on the machine 
tool industry or household appliance indus- 
try respectively. 


There are many lines of business, such as 
the automobile business, retail merchandis- 
ing, home construction, mining, etc., which 
are usually affected by the same economic 
conditions. Companies affiliated with any 
such line of business or dependent thereon, 
the stocks of which would rise or fall with 
other stocks in such line of business, should 
be deemed engaged in a similar line of busi- 
ness. 


Need for Expert Witnesses 


Subsection (k) does not require that com- 
parable corporations should be similar in 
any respect other than the line of business 
in which they are engaged. The effect of 
differences between the corporation and 
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comparable corporations on the value of 
their stocks should be established by expert 
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witnesses in order to avoid “confusion of The 4 

issues.” ® Commiss 
There is one difference, however, which = algal 

always arises when this method of valuation nail 

is used. Listed stocks always sell at a p> day 

higher figure than comparable stocks jn § ™ Whet 

close corporations which lack marketability, § “ose a 

Investors are reluctant to buy a minority oe 

interest in a family corporation the stock J js not cl 

of which is non-marketable. They know §j Harvard 

that they will have great difficulty in dis- § ‘ie’ %s 

posing of such stock if they are not satis- a eae 

fied with the management, and that in case § America 

of their death the stock will be greatly over- § Ethics 1 

valued by the Commissioner, which will deo z 

necessitate long and costly litigation. The § the bas’ 

expert witness can establish the proper dis- 

count to be made in the value of such stocks 

by reason of the factors aforesaid. The cost 

of establishing marketability, and the in- 

crease in value of the stock after market- 

ability has been established, is far greater 

than many people suppose, particularly of 

a closely held family corporation. 

The expert witness will also be of great 
assistance in establishing the market value, 
earnings, and other factors of the com- 
parable corporations, because it would not 
ordinarily be practicable to subpoena as wit- 
nesses the officers of the comparable corpo- 
rations to establish such factors. Corpora- 
tions, the stock of which is listed on an 
exchange, are required to furnish statements 
to the S. E. C., or to such exchange. Such " 
data are published in books such as Moody’s. . 
The market value of stock of the compara- " 
ble corporations on a specific date can be ] 





obtained from financial publications. Before 
such books or publications can be used the 
expert witness must establish that the in- 
vesting public accept them as trustworthy 
and rely thereon.’ 










If the Commissioner fails to give consid- 
eration to the value of stock of a compara- 
ble corporation as required by Congress, his 
valuation is arbitrary and void, or at least 
the presumption of correctness no longer 
avails.” 















8 Oxford Paper Co. v. U. 8., 56 F. (2d) 895, 
at 896. Wigmore on Evidence (3d ed.) 463. 


® Wigmore on Evidence (3d ed.) sec. 
sec. 1704. 


0 Laird v. Commissioner (on rehearing) 85 F. 
(2d) 598, at 601; Clinton Cotton Mills v. Com- 
missioner, 78 F. (2d) 292, at 295; Russell v. 
Commissioner, 45 F. (2d) 100; compare Wor 
cester County Trust Co. v. Commissioner, 134 
F, 578 at 581. 
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An Open Question 


The question is still open whether the 
Commissioner is required to disclose, or 
may be compelled to disclose, the compara- 
tives used by him, and whether or not he in 
fact made any comparison.” 


1 Whether an administrative officer should dis- 
close by findings or otherwise, that he has com- 
plied with the mandate of the Act of Congress 
delegating to him authority to make a decision 
is not clear. 48 Harvard Law Review 798; 49 
Harvard Law Review 827; 55 Harvard Law Re- 
view 279. The failure of a trial judge to dis- 
close the basis of his decision subjects him to 
the suspicion that his decision is arbitrary. 
American Bar Association, Canon of Judicial 
Ethics 19. The Commissioner, like the Justice 
of the Peace who was never reversed until he 
wrote an opinion, may be reluctant to disclose 
the basis for his valuation. An unexplained 


Subsection (k) has been incorporated in 
the Federal estate tax regulations but not 
in the gift tax regulations.” Except in this 
respect the regulations are substantially 
identical. The comparative method of valu- 
ation of stock in a close corporation is so 
obviously the only method of obtaining the 
equivalent of a fair market value for such 
stock on a given date, that it should be ap- 
plied whenever the necessity of obtaining 
the fair market value of such stock arises 
not only under the Federal estate tax act, 
but also under the gift tax and income tax 


acts. [The End] 


valuation should have little weight against evi- 
dence of comparatives submitted by the estate. 

12Compare Regulations 105, sec. 81.10 with 
Regulations 108, sec. 86.19. 


The Cost of Victory 


The final books on the Seventh War Loan were closed on Monday, July 9. 
They showed that the loan had raised $26.3 billion. This is in excess of the entire 
increase in the public debt of the United States during and immediately after the 


last World War. 


This brings into relief, perhaps more sharply that any other 


single figure I have seen, the tremendous scale on which this war was waged. 


This has been incomparably the most costly war in history. This has been 





true for most of the countries that have engaged in it, not only in terms of money 


itil expenditures, but also in terms of the destruction of property and the loss and 
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s, his 
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maiming of human life. The United States has been more fortunate than most of 
the belligerents in that it has escaped property damage, and also has been able 
to minimize the cost of war in human life by training and equipping its armed 
forces as no other forces have ever been trained and equipped in all history. This 
has cost money and the United States has never spared an opportunity to reduce 
the human cost at the expense of increasing its money cost. 


—HENRY MORGENTHALU, JR. 
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By EMILY MARX 


Wy BEtseEs THE INCOME of an ir- 
revocable inter vivos trust, created for 
the benefit of a member of the settlor’s im- 
mediate family, is taxable to the settlor still 
depends upon the provisions of the particu- 
lar trust instrument. That the trust income 
may or will be used for the maintenance and 
support of persons whom the settlor would 
otherwise support directly, is not sufficient 
ground for taxing such income to the settlor 
rather than to the stated beneficiary.? Such 
use or usability is by no means conclusive 
proof that the stated beneficiary is not the 
owner of the income or that the settlor is 
still the owner. Additional indicia of own- 
ership in the settlor must be present before 
the courts will disregard the trust for in- 
come tax purposes.” 


A trust established to provide a divorced 
or legally separated wife with the alimony 
that a court would otherwise order the hus- 
band to pay to her directly, stands on a 
different footing.’ In such cases, the “legal 
obligation of support” may be liquidated un- 





1Commissioner v. Katz, 139 F. (2d) 107 
(CCA-7, 1943) [43-2 ustc { 9640]; Shanley v. 
Bowers, 81 F. (2d) 13 (CCA-2, 1936) [36-1 ustc 
9069]; Commissioner v. Jonas, 122 F. (2d) 169 
(CCA-2, 1941) [41-2 ustc { 9628]. Commissioner 
v. Grosvenor, 85 F. (2d) 2 (CCA-2, 1936) [36-2 
ustc { 9404], approved in Helvering v. Stuart, 
317 U. S. 154, 170 (1942) [42-2 ustc | 9750], does 
not hold to the contrary; the Court assumed 
that the income was used for support of the 
settlor’s minor children and thus the settlor 
‘“‘was relieved of his parental obligations’’, i. e. 
the income was used to pay the settlor’s debts. 

2 Hormel v. Helvering, 312 U. S. 552 (1941) 
[41-1 ustc { 9322], a three-year trust for a minor 
child; Suhr v. Commissioner, 126 F. (2d) 283 
(CCA-6, 1942) [42-1 ustc {| 9321], cited with ap- 
proval in Helvering v. Stuart, note 1, at page 
169. 

3 Douglas v. Willcuts, 296 U. S. 1 (1935) [36-1 
ustc { 9002]. By statute such alimony is now 


taxable to the ex-wife. Internal Revenue Code, 
section 23 (k). 
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Is the Income of a Maintena 


The provisions of the particular trust instrument still decide whether the income 
of an irrevocable inter vivos trust, created for the benefit of a member of the 
settlor’s immediate family, is taxable to the settlor. This, in general, is the answer 
to the question posed by Emily Marx, who in this article explains and illustrates 
in clear-cut terms the exact meaning of her answer. 
New York City, Miss Marx may be remembered for her comprehensive articles 
on inter vivos trusts in the March, 1936, and the July, 1944, issues of TAXES. 
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by the trust income.‘ Only a temporaryf income 
transfer of the corpus is involved, and for mony; 
the sole purpose of meeting such alimony § come 1 
obligation. The usual trust instrument gives the un 
the income to the ex-wife until her death or § wife a 
remarriage,*® with remainder to the husband- § home 
settlor. Analogous are trusts to pay interest § mainte 
on the settlor’s bank loans,® his rent, and § his wi 
specific debts owed to his creditors.” In such § how lz 
father 
*Compare Douglas v. Willcuts, note 3, at§ of his 
page 8: ‘‘Amounts paid to a divorced wife under E the 
a decree for alimony are... regarded... as§ ° 
paid in discharge of the general obligations to § aS a 1 
support, which is made specific by the decree.” § will s: 
Apparently the divorce court may also liquidate owed 
the obligation of a father to support his chil- : 
dren. Yarborough v. Yarborough, 290 U. S. 202 § ™nor 
(1933). incom 






5 The form in which the obligation of support 
is liquidated may entitle the wife to alimony 
even after her remarriage. In lieu of alimony 
of $10,000 per year until the wife’s remarriage, 
the husband may be obligated to pay $5,000 per 
year during his wife’s life. In that event, 
the trust income covering the latter arrange- 
ment would be taxable to the husband even 
after his ex-wife’s remarriage has terminated his 
obligation of support. Glendinning v. Commis- 
sioner, 97 F. (2d) 51 (CCA-3, 1938) [38-2 vstc 
{ 9348]. But when the court finds no basis for 
considering the life income provisions to have 
been made in lieu of a larger income until re 
marriage, trust income received by the divorced 
wife after her remarriage is held to be taxable 
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+a 
to her. Commissioner v. Blumenthal, 91 F. (2d) Pi 
1009 (CCA-2, 1937), affirming 34 BTA 994 (1936) te 0 
[CCH Dec. 9472]. On the same theory—that ether 
the current duty of support has ended—the im § j, yi 
come of alimony trusts is taxable to the wife ‘deriv 
after the husband’s death. Thomas v. Commis- § , g,, 
sioner, 100 F. (2d) 408 (CCA-2, 1938) [38-2 ustc € 935: 
1 9606]. ow 
6 Helvering v. Blumenthal, 296 U.S. 552 (1935), iN 
reversing CCA-2 [35-1 ustc {| 9270]. be — 
7 Old Colony Trust Co. v. Commissioner, 279 sie 
U. S. 716, 729 (1929) [1 ustc ] 408]: ‘‘The dis- “may 

charge by a third person of an obligation 
(owed) to him (by by the settlor) is equivalent k me 
to receipt (of income) by the person taxed’; § 292 ( 
U. 8. v. Boston & Maine Railroad, 279 U. S. 732 1928 
(1929) [1 ustc J 407]. 1928) 
Inco 
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trusts, the recipient of the trust income 
never receives the principal attribute of 
ownership—the power to use the income 
for whatever purpose he or she wishes.® 
The divorced wife must accept the trust 
income in full satisfaction of current ali- 
mony; the lender must accept the trust in- 
come in payment of current interest. But 
the unliquidated obligation to support the 
wife and children who share the settlor’s 
home with him cannot be satisfied by a 
maintenance trust. A husband must support 
his wife out of his own funds, no matter 
how large her separate estate may be.® A 
father must support his minor children out 
of his own funds, even if they have money 
of their own.” It is therefore impossible, 
as a matter of law, to create a trust which 
will satisfy the legal obligation of support 
owed by a husband or father to the wife or 
minor children living with him, unless the 
income and the corpus continue to belong 
to the settlor. The husband or father must 
use his own funds to support his wife or 
children. Therefore, if he is using trust 
income for such support, the income must 
be considered by him to be his property. 
Since a husband has no right or power to 
use his wife’s separate estate for her sup- 
port, his use of trust income for such pur- 
pose is strong evidence that both husband 
and wife still regard the trust income as 
the property of the husband. The same is 


*“The power to dispose of income is the 
equivalent of ownership of it and... . the exer- 
cise of the power to procure its payment to an- 
other, whether to pay a debt or to make a gift, 
is within the reach of the statute taxing income 
‘derived from any source whatever.’ ’’ Harrison 
v. Schaffner, 312 U. S. 579, 580 (1941) [41-1 ustc 
49355]. 

® Weatherby v. Weatherby, 177 Misc. 355, 356 
(N. Y., 1941), labelled a suit by a husband 
against his wife for damages resulting from 
breach of her agreement to support him as a 
“man bites dog’’ story. 

See Goodman v. Alexander, 165 N. Y. 289, 
292 (1901); Myers v. Myers, 225 App. Div. 776 
(1928, N. ¥.), affirming 131 Misc. 318, 322 (N. Y., 
1928). 


Income of a Maintenance Trust 


_ gation to contribute to her support.” 


true of trust income used for the support 
of minor children. The settlor of a main- 
tenance trust is not taxable on the trust 
income merely because of the relationship 
between himself and the income beneficiary. 
He is taxable on all income of which he 
remains the owner, either because of his 
retained control over the corpus or because 
the income pays his debts. He is not tax- 
able on income which neither pays his debts 
nor flows from trust property which he no 
longer controls. Recent decisions involving 
alimony trusts illustrate the point. Although 
their effect has been nullified by an amend- 
ment to the Revenue Act which makes ali- 
mony taxable to the wife,” their conclusions 
will probably be followed by the present 
Supreme Court whenever the taxability of 
income of a maintenance trust is at issue. 


Alimony Trust Cases 


Pearce v. Commissioner was concerned 
with a husband and wife who had arranged 
an amicable separation, under which the 
husband agreed to pay his wife $500 per 
month for life. The separation agreement 
gave the husband the power to terminate the 
arrangement by purchasing an annuity con- 
tract for his wife which would give her the 
same monthly sum. They divorced each 
other, with no property or alimony provi- 
sions mentioned in the decree; thereafter 
the husband purchased a $500 per month 
annuity for his ex-wife. The court held 
the annuity taxable to the ex-wife and not 
to the husband because “her former husband 
was not under a continuing contractual obli- 
For, 


11 Internal Revenue Code, section 23 (k). 

12 315 U. S. 543, 547 (1942) [42-1 ustc J 9327]. 

143Income currently satisfying a contractual 
obligation of support was taxable to the hus- 
band before the recent Internal Revenue Code 
amendment. Douglas v. Willcuts, note 3. In 
Texas, where the Pearce divorce was obtained, 
the obligation of support does not survive the 
divorce and the divorce court lacks the power 
to award continuing alimony. 
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the (separation) agreement provided 
lor the termination of his personal obligation 
to make payments to her in the event that he 
purchased the designated annuity.” 


Thus, because the trust income was not 
satisfying a current obligation of the hus- 
band-settlor, the court held that the ex-wife, 
and not the husband, was the owner of the 
income and taxable thereon.“ In Helvering 
v. Leonard,” on the other hand, the trust 
income was Satisfying the settlor’s current 
obligation to support his divorced wife; and 
the court held the income to be taxable to 
the husband-settlor for that reason.” Does 
the husband owe his ex-wife a current duty 
of support, like the mortgagor who owes his 
mortgagee current interest on his mortgage? 
If so, the husband still owns the trust in- 
come and is taxable thereon.” Has the 


4 To the same effect are Helvering v. Fuller, 
310 U. S. 69 (1940) [40-1 ustc J 9419]; Commis- 
sioner v. Tuttle, 89 F. (2d) 112 (CCA-6, 1937) 
[37-1 ustc {| 9215]. Impliedly overruled are de- 
cisions such as Helvering v. Brooks, 82 F. (2d) 
173 (CCA-2, 1936) [36-1 ustc f 9155], and Thomas 
v. Commissioner, note 5, which found no dis- 
tinction between trust income used to discharge 
a duty to pay current alimony and trust income 
resulting from the establishment of a trust which 
discharged and fully satisfied the obligation of 
support owed to a divorced or legally separated 
wife. Where the establishment of the alimony 
trust completely satisfies and wipes out the obli- 
gation of current support, but the husband guar- 
antees the amount of annual trust income, it has 
been held that the trust income currently sat- 
isfies a surviving contractual obligation of the 
husband—represented by the guaranty—and is 
therefore taxable to the husband under the debt 
and interest cases. Alsop v. Commissioner, 92 F. 
(2d) 148 (CCA-3, 1937) [37-2 ustc { 9469], cert. 
denied 302 U. S. 767 (1938); Weir v. Commis- 
sioner, 109 F. (2d) 996, 999 (CCA-3, 1940) [40-1 
ustc { 9200], cert. denied 310 U. S. 637 (1940) 
—‘‘the debtor-creditor relation envelopes and 
dominates the settlor-cestui qui trust relation.’’ 
Friedman v. Commissioner, 2 TC 189 (1944) 
limits the tax liability of the husband to the 
amount of the guaranty. Such contractual obli- 
gation may survive the ex-wife’s remarriage. 
Alsop v. Commissioner; Glendinning v. Commis- 
sioner, note 5. The effect of section 23 (k) of 
the Internal Revenue Code—making alimony 
taxable to the wife—on the alimony trust with 
minimum income guaranty, has not yet been 
judicially determined. 


16 310 U. S. 80 (1940) [40-1 ustc f 9420]. 


1% To the same effect is Helvering v. Fitch, 
309 U. S. 149 (1940) [40-1 ustc 9209]. The 
original concept of alimony—not a debt owed 
by husband to wife but ‘‘a portion of the hus- 
band’s estate to which the wife is equitably 
entitled’’—has now been radically altered. Audu- 
bon v. Shufeldt, 181 U. S. 575, 578 (1901). 


17 Internal Revenue Code section 23 (k) now 
relieves the husband of this tax liability; but 
the cases decided without benefit of section 23 
(k) throw an interesting light on our problem. 
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husband rid himself of a current duty of 
support like the mortgagor who has deeded 
the mortgaged property to the mortgagee jn 
satisfaction of the mortgage? If so, the ex. 
wife owns the trust income and is taxable 
thereon. In alimony trusts, said the Court, the 
question of taxability depends upon whether 
the obligation of support is a current, con- 
tinuing one which can and is being satisfied by 
current receipt of trust income. If there js 
no current obligation of support—because, 
under local law, it was terminated by a lump 
sum settlement or by the divorce decree *~ 
the ex-wife, the stated beneficiary, is the 
owner of the trust income and is taxed ac- 
cordingly. Douglas v. Willcuts ® was based 
on similar reasoning, somewhat differently 
expressed. The divorce decree, said the 
court, “imposed upon (the husband) 
the obligation to devote the income in ques- 
tion, through the medium of the trust, to 
the use of his divorced wife. The 
net income of the trust fund, which was paid 
to the wife under the decree, stands sub- 
stantially on the same footing as though he 
had received the income personally and had 
been required by the decree to make the pay- 
ment directly.” 


The Criterion of Taxability 


None of these decisions supports the the- 
ory that the settlor is taxable on the income 
of a trust because the income beneficiary is 
a person whom the settlor is legally obli- 
gated to support. In the alimony trust 
cases, the criterion of taxability to the set- 
tlor—without benefit of the Revenue Act’s 
recent contrary direction—is whether the 
receipt of the trust income by the income 
beneficiary does in fact satisfy the settlor’s 
current obligation of support, whether the 
settlor is paying debts currently owed by 
him out of property set apart for that 
purpose. 


18 Dixon v. Commissioner, 109 F. (2d) 984 
(CCA-3, 1940) [40-1 ustc { 9177], involved an 
alimony trust created in contemplation of 4 
Pennsylvania divorce. Since the divorce court 
had no power to award alimony of any kind. 
the trust income was held to be taxable to the 
ex-wife. 


19 Note 3, at pages 8, 9. Mr. Justice Reed does 
not agree that the Willcuts case was based on 
the ‘‘continuing liability’? of the husband. Hel- 
vering v. Fuller, 310 U. S. 69, 76 (1940) [40-1 
ustc { 9419]. The theory of the Willcuts de 
cision was confused for the experts by the 
Court’s reference thereto as the basis for its 
reversal of lower court decisions involving 
maintenance trusts. Helvering v. Stokes and 
Helvering v. Schweitzer, 296 U. S. 551 (1935), 
reversing CCA-3 [35-2 ustc {§ 9528] and CCA-7 
[35-1 ustc J 9163]. 
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Maintenance Trusts 


Since there can be no such satisfaction 
of the support obligation owed to a wife or 
minor child with whom the settlor makes 
his home, cases involving taxability of the 
income of trusts for the benefit of such a 
wife or child must proceed on an entirely 
diferent theory.” The settlor cannot meet 
his support obligation by the trust device 
but he can and frequently does go through 
the gestures of an inter vivos transfer in 
trust without transferring anything except 
the bare legal title to corpus and income. 
Like the magician who seemingly delivers 
his wallet to his assistant and then fishes 
it out of his own pocket, it is possible for 
a husband to deliver property to a trustee 
with income for life to his wife and yet have 
as complete ownership of that property after 
the delivery in trust as he had before.” To 
such settlors, the United States Supreme 
Court has answered, in effect: “You haven’t 
trusteed the property at all; you still have 
it yourself.” Helvering v. Clifford™ made 
that statement in somewhat more legalistic 
language. Mr. Clifford had given his prop- 
erty to a trustee (himself) for five years 
with directions to himself to pay the income 
to his wife during that period. At the end 
of those five years or at his wife’s death, if 
she should die previously, the property 
would again belong to Mr. Clifford free of 
the “trust.” During the five years of Mr. 
Clifford’s holding of his own property as 
“trustee,” he was to have power to do with 
the corpus what he wished. Said the Court: 


* But see Helvering v. Stokes and Helvering 
v. Schweitzer, note 19, which were decided 
without opinion on the basis of the Willcuts (ali- 
Mony) decision, note 3. In Blair v. Commis- 
sioner, 300 U. S. 5, 11 (1937) [37-1 ustc J 9083], 
the Court cited Stokes, Schweitzer and Willcuts 
as cases ‘‘of income attributable to a taxpayer 
by reason of the application of the income to 
the discharge of his obligation.’’ Would less 
confusion have resulted if the Court had dis- 
tinguished between the nonsatisfiable obligation 
to support a minor child and the satisfiable 
obligation to pay current alimony? 


Thus making the trustee only an agent or 
custodian, holding title for the benefit of the 
settlor and not for the stated trust beneficiary. 
U. S. v, Anderson, 132 F. (2d) 98, 100 (CCA-6, 
1942) [42-2 ustc f 9786]. 

2 309 U. S. 331, 336 (1940) [40-1 ustc J 9265]. 
To the same effect, on similar facts, are Com- 
missioner v. Barbour, 122 F. (2d) 165 (CCA-2, 
1941) [41-2 ustc {§ 9620], cert. denied 314 U. S. 
691 (1941)—trust income used by wife-benefici- 
ary to pay premiums on her insurance policy; 
Helvering v. Elias, 122 F. (2d) 171 (CCA-2, 1941), 
[41-2 ustc § 9630], cert. denied 314 U. S. 692 
(1941); Commissioner v. Woolley, 122 F. (2d) 
167 (CCA-2, 1941) [41-2 ustc f] 9629]; cert. denied 
314 U. S. 693 (1941). 


Income of a Maintenance Trust 


“It is hard to imagine that respondent (Mr. 
Clifford) felt himself the poorer after this 
trust had been executed or, if he did, that 
it had any rational foundation in fact.” * 


Whether the settlor of a maintenance trust 
has in fact surrendered ownership of the 
corpus and the income is, of course, a ques- 
tion of fact. The use to be made of the in- 
come by the named beneficiary is only one 
of the numerous facts relevant to a determi- 
nation of surrender versus retention of 
ownership.* Therefore, the present Supreme 
Court has remitted for the taking of further 
testimony all maintenance trust cases which 
have come before it for review without spe- 
cific fact findings on the matter of control.* 
Such remittitur would have been unneces- 
sary if all maintenance trusts are taxable 
to the husband or father who created them.” 
If, in spite the inter vivos trust, husband, 
wife and child “continue in fact to act and 
feel toward each other as they did before” 
the trust was created, “the income remains 
the settlor’s.”* Mr. Clifford was taxed on the 
income of the trust which he established 
for his wife not because his wife was the 
income beneficiary, but because Mr. Clifford 
had retained for himself practically all of 


23 Justices Roberts and McReynolds dissented 
on the ground that, under the substantive law 
of trusts, Mr. Clifford was not the owner of the 
corpus or the income but only the trustee. 


*4In Helvering v. Clifford, note 22, at pages 
334, 335, the husband continued to support his 
wife out of his own funds. The trust income 
was taxed to him because the term of the trust, 
the identity of the beneficiary and his retention 
of control over the corpus added up to a token 
transfer in trust and not an actual, bona fide, 
complete surrender of the corpus. He was taxed 
on the trust income because the Court found 
him to be the ‘‘owner of the corpus. In sub- 
stance his control over the corpus was in all 
essential respects the same after the trust was 
created, as before.’’ 


2% Hormel v. Helvering, 312 U. S. 552 (1941) 
[41-1 ustc J 9322], trusts for the benefit of minor 
children; Helvering v. Stuart, note 1, a trust 
for the benefit of adult children. 


2° A trust for the support of minor children 
with reservation to the settlor of control over 
the corpus does not need further findings of 
fact to show taxability in the settlor. Helvering 
v. Stuart, note 1. 


2% Helvering v. Elias, note 22, at 172; Fulham 
v. Commissioner, 110 F. (2d) 916, 919 (CCA-1, 
1940) [40-1 ustc { 9378]—the ‘‘grantor retains 
the controlling hand over something he has 
seemed to give away’’; Commissioner v, Buck, 
120 F. (2d) 775, 778 (CCA-2, 1941) [41-2 ustc 
| 9520]—‘‘his household will run on _ substan- 
tially as before, since the incomes of the mem- 
bers of his family (the income beneficiaries of 
a revocable trust) will still be subject to his 
whims.” — 
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the controlsincident to ownership. Where 
no ‘such controls are retained, a man may 
still make a transfer in trust for the benefit 
of his wife,” or his minor children ® without 
incurring liability for an income tax on the 
trust income. 


“Legal Obligation of Support” 


Because the Supreme Court rendered a 
series of per curiam decisions in mainte- 
nance trust cases without opinion other than 
reference to its alimony trust and debt pay- 
ment trust decisions," lower courts. con- 
tinue to determine the question of taxability 
of income of maintenance trusts by applica- 
tion of a “legal obligation of support” theory. 
When a wife created an inter vivos trust for 
the benefit of her children, it was held that 
the trust income was not taxable to her 
because she “at no time was under any 
obligation to support the beneficiaries.” * 





8 Helvering v. Stuart, note 1, at page 168: 
“Control of a trust (may be retained) so com- 
plete that it must be said the taxpayer is the 
owner of its income. So it was in Helvering 
v. Clifford” ; Central Nat. Bank v. Commissioner, 
141 F. (2d) 352, 354 (CCA-6, 1944) [44-1 ustc 
9202]. The Sixth Circuit is of the opinion 
that the Clifford decision turned upon the ben- 
efit derived by the settlor’s immediate relatives. 
Commissioner v. Goulder, 123 F. (2d) 686, 688 
(CCA-6, 1941) [41-2 ustc 9777]. The Second 
Circuit is of the opinion that the identity of 
the beneficiaries is no longer of moment and 
that the taxability of the trust income to the 
settlor depends upon retained control. Com- 
missioner v. Lamont, 127 F. (2d) 875, 876 (CCA-2, 
1942) [42-1 ustc {J 9442]. 


29 Shanley v. Bowers, note 1, at page 15: ‘‘Cer- 
tainly a man must be able to make his wife 
a gift, if he wishes, without affecting his marital 
duty.’"’; Morgan v. Commissioner, 2 TC 510, 
515 (1943) [CCH Dec, 13,398]. 

%® Commissioner v. Katz, note 1; 
Commissioner, 2 TC 285 (1943) 
13,315]. 


31 Helvering v. Stokes and Helvering v. 
Schweitzer, note 19, The only question before 
the Circuit Court in the Schweitzer case was 
whether a settlor is taxable on the income of 
a trust established for the support of his minor 
child and used for such support. The Com- 
missioner had argued that the existence of a 
legal obligation of support made the income 
taxable to the father-settlor ‘‘because it directly 
benefited him by discharging his obligation’’ of 
support, Schweitzer v. Commissioner, 75 F. 
(2d) 702, 705 (CCA-7, 1935) [35-1 ustc f 9163]. 

32 Commissioner v. Jonas, note 1, at page 171, 
a ten-year trust for adult children; Newman v. 
Commissioner, 1 TC 921 (1943) [CCH Dec. 
13,102], a New York trust for minor children. 
But see Helvering v. Elias, note 22, in which a 
wife was held taxable on the income of a six- 
year trust established for her minor child be- 
cause of her retention of control over the 
corpus; Clow v. Commissioner, 1 TC 928 (1943) 
[CCH Dec. 13,148], in which a wife was taxed 
on trust income usable for the support of her 
minor children because under the laws of IIli- 


Miller v. 
[CCH Dec. 


When a father created an inter vivos trus 
for the benefit of his minor child whom he 
continued to support from his own funds, 
it was held that the trust income was not 
taxable to him because it could not be used 
for the support of the child.* The substan. 
tive law of trusts, recognizing the income 
beneficiary as the owner of a separate es- 
tate,“ was buried by this theory. In order 
to determine whether an effective estate for 
years or for life was established by the 
trust instrument, courts discussed and dis- 
agreed with each other as to whether the 
settlor owed a legal obligation of support 
to the beneficiary and was satisfying such 
obligation via the trust. If so, the trust 
and the estates created thereby were dis- 
regarded. Distinctions were made between 
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trusts stated to be for support and mainte- 
nance of wife and children ® and those omit- 
ting reference to the motive behind the 
establishment of the trust.* Some courts held 
that a maintenance trust could discharge the 
parental or marital obligation of support”; 


nois she shares equal liability with her husband 
for the support of their minor children; Hen- 
rich v. Commissioner, 1 TC 219 (1942) [CCH 
Dec. 12,902], taxing to a widow trust income 
usable for the support of her minor child. 


3 Commissioner v. Katz, note 1. 


% Blair v. Commissioner, note 20. The income 
beneficiary is no less the owner of the income 
because of his minority. Commissioner v. Van 
Wart, 69 F. (2d) 299 (CCA-5, 1934) [1934 CCH 
| 9149]. 


3% Williamson v. Commissioner, 132 F. (2d) 
489, 493, note (CCA-7, 1942) [43-1 ustc { 9205], 
taxed the settlor of a trust for the support of 
his wife and minor child although no part of 
the trust income was so used, indicating that 
the decision would have been for the taxpayer 
had the references to ‘‘support’’ been omitted 
from the trust instrument. Commissioner v. 
Grosvenor, note 1, states that the settlor ‘‘was 
relieved of his parental obligation’’ to the ex- 
tent to which the trust income was used for 
the support of his minor child and bases the 
tax on that ground. 


% Suhr v. Commissioner, note 2, at page 285, 
found ‘‘nothing in the trust instrument to sup 
port an inference that the trust was in dis 
charge of the grantor’s legal obligation to 
support his wife’’; Commissioner v. Betts, 123 F. 
(2d) 534 (CCA-7, 1941) [41-2 ustc § 9767], found 
no evidence that the wife was using the trust 
income for her support or that the settlors 
mother, another beneficiary, was dependent upon 
the trust income for her support; Newman v. 
Commissioner, note 32. 


% Whiteley v. Commissioner, 120 F. (2d) 782, 
784 (CCA-3, 1941) [41-2 ustc { 9489], cert. de 
nied 314 U. S. 657 (1941). The court found 
sufficient control retained by the settlor to en- 
able him to use the trust income ‘‘in payment 
of the paternal obligation for support’’, although 
it was not so used. 
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some that it could not or did not.* Helver- 
ing v. Stuart® gave the Supreme Court its 
opportunity to rule on the merits of the 
legal obligation of support theory as applied 
io maintenance trusts. The trustees were 
the settlor, his wife and his brother. The 
income beneficiaries of one set of trusts were 
adult children whom the settlor was sup- 
porting and wished to make financially in- 
dependent; the trustees were directed to 
distribute to them as much of the income as 
the trustees deemed advisable. There was 
another set of trusts for the benefit of minor 
children; the trustees were directed to apply 
the income to their education, support and 
maintenance. The adult children used their 
entire trust income for support and mainte- 
nance; the minor children used only a small 
fraction of their trust income. The Circuit 
Court had held that the legal obligation of 
support theory of the Willcuts case “—an 
alimony trust decision—made taxable to the 
settlor the trust income used for the sup- 
port of the minor children and that the rest 
of the trust income was taxable to the named 
beneficiaries. The Supreme Court reversed 
in an opinion in which it politely buried the 
legal obligation of support theory as applied 
to maintenance trusts. The statute“ taxes 
to the settlor income which is or may be 
distributed to him, in the discretion of a 
person without any interest adverse to the 
grantor. Income actually used for the sup- 
port of minor children directly pays the 
settlor’s debts and is therefore “distributed” 
to him. Income which a friendly trustee is 
directed to use for the support of minor 
children may be used to pay the settlor’s 
debts and is therefore distributable to him.” 
But income distributable to adult children 
may or may not be taxable to the settlor, 
depending upon the control which the settlor 
retains over the income and the corpus. The 
Court directed the Board of Tax Appeals 
to find the facts concerning such control.® 


8% Suhr v, Commissioner, note 2; Commissioner 
v. Branch, 114 F. (2d) 985 (CCA-1, 1940) [40-2 
ustc J 9727]. 

% Note 1. The settlor had retained full power 
of revocation, but the Court chose to base its 
decision on other grounds. 

* Note 3. 

“Internal Revenue Code, section 167 (a). 

“Income not used for support is no longer 
taxable to the settlor (Internal Revenue Code, 
section 167 (c)) unless the Court finds suffi- 
cient control retained to support a tax under 
section 22 (a) of the Code. 

“The Board found that no control was re- 
tained and held that the trust income was not 
taxable to the settlor. Stuart v. Commissioner, 
2 TC 1103 (1943) [CCH Dec. 13,616]. 


Income of a Maintenance Trust 


Whether the trust beneficiary is a person 
whom the settlor is legally obligated to 
support is not the criterion of taxability, said 
the Court. The test is whether the settlor 
is simply paying his debts from another 
pocket—via the trust device—and whether 
he has in fact completely relinquished con- 
trol over the trusteed property. By amend- 
ing section 167, Congress has freed settlors 
of tax liability on income of maintenance 
trusts which they could use to pay their 
debts but do not so use. But the theory of 
“control” remains. 


“Control” Theory of Today 


The argument of yesterday—that the in- 
come of maintenance trusts was taxable to 
the settlor because his legal obligation of 
sypport was or could be satisfied out of 


~ trust income—has been supplanted by the 


all-embracing argument of tomorrow—that 
the settlor is taxable on the income of all 
trusts over which he retains controls ordi- 
narily associated only with corpus owner- 
ship. Each trust thus becomes a law unto 
itself.” Mr. Hormel “ declared himself and 
another trustees of stock in his own com- 
pany for the benefit of his minor child. The 
annual income was payable to himself and 
his wife as the child’s guardians. At the 
end of three years, the corpus was to return 
to Mr. Hormel, free of the trust. The 
Supreme Court remitted the case to the 
Board of Tax Appeals for a finding of facts 
on the question of control. Mr. Richter“ 
created a trust for his wife, terminable auto- 
matically at the end of five years and earlier 
with his wife’s consent. This case, too, was 
remitted for a finding of facts on the ques- 
tion of control. Lower courts are still in 
disagreement as to whether “ownership” 
sufficient to support taxation of trust income 


44 The settlor is not taxable on ‘‘income that 
is payable absolutely to a beneficiary without 


restriction as to use, . . . although the benefi- 
ciary may thereafter apply it voluntarily to 
the benefit of the grantor.’’ Morgan v, Com- 
missioner, 2 TC 510, 515 (1943) [CCH Dec. 
13,398]. 


4 ‘‘A trust, like a combination under the pat- 
ent law, becomes a new entity distinguished 
from ‘prior art’, whenever an important ele- 
ment is added to or removed from the reserved 
‘bundle of rights’ which in a previous adjudi- 
cation has brought a finding of ownership.’’ 
Suhr v. Commissioner, note 2, at page 288. 


46 Hormel v. Helvering, note 2. 


“ Helvering v. Richter, 312 U. S. 561 (1941) 
[41-1 ustc f 9323]. 
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to the settlor is a question of law® or of 
fact.” A retained power to change invest- 
ments™ and to vote the stock placed in 
trust™ has been held sufficient evidence of 
“control” to warrant taxation of the trust 
income to the settlor. But if no such power 
is expressly retained, the selection of trus- 
tees amenable to the wishes of the settlor 
is not sufficient to sustain a finding of “con- 
trol.” * Thus, a settlor who retains “control” 
of the trusteed property may be taxed on the 
income because of such retained control, 
irrespective of the identity of the benefici- 
ary.” And the settlor who has completely 
divorced himself from all controls over the 
trusteed property but is having his current 
debts paid for him by use of the trust in- 
come, will also be taxed on the trust income. 
Section 22(a) of the Internal Revenue Code 
is the statutory basis for the “control” tax,™ 
section 167(a) for the “debt” tax. If no 
control is retained and none of the settlor’s 





48 Helvering v. Bok, 132 F. (2d) 365, 366 
(CCA-3, 1942) [42-2 ustc { 9809]—‘‘control’’ is 
a ‘‘legal conclusion’’, depending upon the facts; 
U. S. v. Anderson, 132 F. (2d) 98, 99 (CCA-6, 
1942) [42-2 ustc f 9786]—control ‘‘is a conclusion 
of law, or at least a mixed question of law 
and fact, subject to review.’’ 


* Commissioner v. Goulder, 123 F. (2d) 686, 
689 (CCA-6, 1941) [41-2 ustc {| 9777]—‘‘whether 
or not such facts have the legal effect of prov- 
ing ownership of income is one of fact’’; Bush 
v. Commissioner, 133 F. (2d) 1005, 1009 (CCA-2, 
1943) [43-1 ustc { 9323]—only the Tax Court 
may determine the factual question of retained 
“control’’. ‘ 


5° Central National Bank v. Commissioner, 
note 28; Commissioner v. Lamont, note 28. 


51 Price v. Commissioner, 132 F. (2d) 95 
(CCA-6, 1942) [42-2 ustc J 9775]. 


52 Helvering v. Bok, 132 F. (2d) 365, 367 
(CCA-3, 1942) [42-2 ustc { 9809]—‘‘we do not, 
ourselves, see how control by the settlor as a 
matter of legal power can be found in an 
instrument which vests this control in the 
trustees.’’ 


*3Income dedicated to charitable purposes 
may be taxed to the settlor who retains ‘‘con- 
trol’’. Commissioner v. Lamont, note 28. Where 
no control is retained, the income of such a 
charitable trust is not taxable to the settlor, 
although the trust is only for a short term 
of years. Helvering v. Achelis, 112 F. (2d) 929 
(CCA-2, 1940) [40-2 ustc f} 9542]. 


54 It applies to all property ‘‘to be either held, 
or used by * * * (the settlor), as desire, whim, 
or legal obligation shall dictate, unhampered 
by the lawful claims or rights of any other 
person whomsoever.’’ Hill v. Commissioner, 
88 F. (2d) 941, 943 (CCA-8, 1941) [37-1 ustc 
19186]. ‘‘A settlor who can control the spend- 
ing of a fund, which she has set up, in every 
respect except spending it for herself is suffi- 
ciently the ‘owner’ of the fund to make its 
income taxable to her under section 22 (a).”’ 
Brown v. Commissioner, 131 F. (2d) 640, 641 
(CCA-3, 1942) [42-2 ustc { 9761], cert. denied, 
318 U. S. 767 (1943). 
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debts are being satisfied by the trust income. 
the settlor is not taxable on the income no 
matter who the stated beneficiaries may be 


“Legal obligation of support” is a theory oj 
the past. 
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ace ‘ — t th 
Awaiting Final Decision “soto 
In its enunciation of the “control” theory ©@¥5¢ ‘ 
as the basis for taxing to the settlor, them "44"° 
income of trusts established for the beneft} Co'PUS 
of wife or children, the Supreme Court has eile 
carefully avoided approval of the Commis. (1931). 
sioner’s theory that the settlor is taxable onf§ page 2: 
the trust income because he remains the United 
owner of the corpus.™ “Economic gain for ws 
the taxable year may be obtained ability 


through a control of a trust so complete 
that it must be said the taxpayer is the owner 
of its income,’™ the “power to dispose of 
income is the equivalent of ownership of 
it,” is as far as the Court has been willing 
to go.” Still awaiting final decision is the 
question of who owns the corpus while the 
settlor is being taxed on the trust income. 
Under the substantive law of trusts, title to 
the corpus passes from the settlor even 
where he retains the type of “control” that 
will cause the trust income to be taxed to 
him. So does title to the corpus of a trust 
dedicated to payment of the settlor’s debts 
out of current income. Such passage of title 
is recognized and taxed under the gift tax 
provisions of the Revenue Act.” But for 
estate tax purposes, the settlor who reserves 
the income of an inter vivos trust is deemed 
to remain the owner of the corpus until his 
death.” Does he also remain the owner 
of the corpus, for estate tax purposes, when 
he retains “income-tax control” over the 
trust income or arranges for the payment of 
his debts out of the trust income? 


pay hi 
wife o 
the en 
the ov 
gent 1 
of the 
able t 
75 F. 
cert. | 

63 Bl 


Before the extensive use of the trust de- 
vice for the reduction of estate taxes, it was 
held that a tax on income was a tax on the 
corpus that produced the income,” that a 





55 Regulations 111, section 29.166-1. 

% Helvering v. Stuart, note 1, at page 168. 
Ownership of the income, said the Court, was 
the basis for its Clifford and Fuller decisions, 
notes 22, 14. 

5t Harrison v. Schaffner, note 8, at page 580. 

588 Although the Clifford opinion (note 22) 
stated that that taxpayer remained the owner 
of the corpus, the subsequent Stuart opinion 
(note 1) explained that Clifford was taxed be- 
cause he remained the owner of the trust 
income. 

8° Helvering v. Hutchings, 312 U. S. 393 (1941), 
141 F, (2d) 422 (CCA-5, 1944) [41-1 ustc {| 10,026]. 

© Helvering v. Bullard, 303 U. S. 297 (1938) 
[38-1 ustc J 9139]. 

61 Pollock v. Farmers’ Loan & Trust Co., 157 
U. S. 429 (1895), 158 U. S. 601 (1895). 





husband could not be taxed on the income 
of property owned by his wife.” But the 
trust device accomplishes a separation of 
corpus from income, making of each a sepa- 
rate estate which may be separately trans- 
ferred and owned.™ An income tax holding 
that the settlor still owns the income, either 
because it is used to pay his debts or be- 
cause of retained control over it, does not 
require a holding that he also owns the 
corpus within the meaning of the estate tax 


provisions of the Revenue Act. If May vw. 
Heiner ™ is still the law and the Bullard deci- 
sion ® is solely the result of express statute, 
income-tax control over current income 
should not necessarily result in an estate 
tax on the corpus when the settlor dies. Un- 
til the Supreme Court rules on the question, 
however, the settlor of a maintenance trust 
may find that his inter vivos transfer has 
subjected him to all three taxes. For in- 
come tax purposes, his liability may be 
predicated on “the temporary disposition of 
the donor’s property which produces the 
income, the donor retaining every other sub- 
stantial interest in it.” Yet this “tempo- 
rary” disposition may be sufficiently complete 
to support a gift tax on the property trans- 
ferred and sufficiently “temporary” to sup- 
port an estate tax upon his death. 


[The End] 


# 281 U. S. 238 (1930) [2 ustc J 519]. 
®& Note 60, 
% Harrison v. Schaffner, note 8, at page 583, 


thus explained the Clifford and Hormel de- 
cisions. 


® Hoeper v. Tax Commission, 284 U. S. 206 
(1931). But see Justice Holmes’ dissent, at 
page 220: ‘‘So far as the Constitution of the 
United States is concerned, the legislature... 
may enact that he (the husband) shall be liable 
for taxes on an income that in every prob- 
ability will make his life easier and help to 
pay his bills.””. In Massachusetts, husband and 
wife own their marital property as tenants by 
the entirety. This means that the husband is 
the owner with his wife owning only a contin- 
gent remainder, contingent upon her survival 
of the husband, Therefore, all income is tax- 
able to the husband. Cooley v. Commissioner, 
75 F, (2d) 188 (CCA-1, 1935) [35-1 ustc { 9134], 
cert. denied 295 U. S. 747 (1935). 


8 Blair v. Commissioner, note 20. 
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The New School Symposium on Federal Taxation 


The New School for Social Research, 
New York City, announces its Fourth 
Annual Symposium on Federal Taxation. 
The series of lectures of current tax 
problems will be given by outstanding 
authorities, beginning October 2nd and 
each Tuesday evening thereafter. 

Alex M. Hamburg, Chairman and 
Organizer of the Symposium, states that 
the topics to be covered and the guest 
lecturers are: 


Walter A. Cooper, ‘Timing of Taxable 
Income and Deductions” 


Harry J. Rudick, “Post War Tax 
Plans” 


Harry Silverson, “Capital Gain and 
Loss Transactions” 
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it was 
on the 
that a 
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Irvin Bendiner, “Taxation of Life In- 
surance and Pension Trusts” 


Jerome R. Hellerstein, “Reorganization 


Be 580. Tax Problems” 


te 22) 
owner 
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Randolph Paul, “Tax Avoidance and 


Family Partnerships” Alex M. Hamburg, “Significant Tax 


ed be- 
trust 


(1941), 
0,026]. 
(1938) 


p., 157 


razine 


Louis Eisenstein, “Correlation of In- 
come, Estate and Gift Taxes” 

Maurice Austin, “Carry-Back Provi- 
sions Under the 1945 Revenue Act” 





Income of a Maintenance Trust 


Decisions of 1945” 


Further details may be obtained by 
addressing The New School, 66 West 
12th Street, New York City. 














N A LETTER RULING of November 
10, 1945, the General Counsel contended 
that a sale of a business interest by the 
estate of a decedent to a surviving associate, 
pursuant to a binding agreement, at a sum 
in excess of the decedent’s investment, 
would result in a taxable gain under Section 
126 of the Internal Revenue Code.’ 












Treasury Decision No. 5459 


On June 18, 1945, Treasury Decision No. 
5459 was promulgated, amending Section 
29.126-1 of Income Tax Regulations 111. 
Essentially, by virtue of this amendment, 
the Treasury Department now holds that 
where tangible assets of a partnership in- 
terest, which have appreciated in value, are 
sold upon the death of one of the parties, 
under a binding partnership agreement, no 
gain need be recognized for income tax pur- 
poses by the estate of the decedent.’ 



















The Treasury has changed its position re- 
specting the taxability of gains resulting 
from the sale of partnership assets under 
binding Buy-Sell Agreements. It inadvert- 
ently or deliberately remains silent with 
regard to the sale of corporate interests 
under such agreements. Just what, then, is 
the Government’s present stand? Possibly 
a response to this question can best be 
facilitated by having before us a comparison 
of the law as it stood prior to Treasury De- 
cision No. 5459 with the regulations as now 
amended. Such a contrast is presented in 
the table on page 801 herein. 











Analysis of Treasury’s Example 


Observing the example set forth by the 
Treasury, it can be simply analyzed in the 
following manner: 









1For full discussion, see the June issue of 
TAXES—The Tax Magazine, page 522, article 
entitled ‘‘Stock Purchase Agreements and In- 
come Taxes’’ by the same author. 


2See Treasury’s example herein cited. 
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Partnership Interest 
Purchase Agreements 


By SAMUEL J. FOOSANER 








vV vv 


Assume that A and B, equal partners in 
the AB Company, each invested $10,000 
in the company in 1920 and that each part- 
ner’s interest in the tangible assets of the 
company now possesses a fair valuation 
basis of $100,000. Assume further that in 
January, 1945, the partners entered into a 
binding partnership interest purchase agree- 
ment, under the terms of which upon the 
death of one, the survivor would pay to the 
estate of the decedent $100,000 for his 50% 
interest in the company. B dies on August 
1, 1945. No part of the $90,000 (the differ- 
ence between the investment and sales price 
for the 50% interest) comprises a gain, tax- 
able as such in B’s estate. 


Within the purview of the Treasury’s il- 
lustration, if, upon the death of B, the AB 
Company had performed certain unfinished 
business to which $20,000 in earnings was 
attributable, half of which earnings B was 
entitled to receive, then this $10,000 would 
comprise taxable income in the hands of B’s 
estate. 


With respect to the first conclusion, namely, 
that no capital gain taxes result in the sale 
of B’s partnership interest, we cannot dis- 
agree. Regarding the unfinished business 
aspect of the example, there exists no chal- 
lenge. Clearly, that which would have been 
income to the decedent had he survived, is 
taxable as income in the hands of the dece- 
dent’s estate when received by it.’ The man- 
ner in which it is to be taxed depends upon 
the type of income it would have been in 
the hands of the decedent, had he survived. 


Where A and B enter into a binding 
agreement during their respective lifetimes, 
under the terms of which B actually con- 
summates a sale of a part or all of his part- 
nership assets to A for a sum in excess 0! 
his investment, a taxable gain would result. 





3See Internal 
(a) (1). 


‘Income Tax Regulations 111, Section 29.126-1. 


Revenue Code, Section 126 
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“Inclusion in Gross Income of Income in Respect of a Decedent” 


Law Prior to Amendment 


1, In the first paragraph, the following sen- 


tence appears: 


“Furthermore, if his partnership agree- 
ment had provided for the sale to the 
other partners upon his death of his right 
to the partnership assets in return for a 
payment of a certain sum by the surviv- 
ing partners to his estate, the gain on 
such sale, accrued solely by reason of his 
death, would not be included in comput- 
ing his net income.” 


. The fifth sentence of the fourth para- 


graph presently contains the words which 
have been herein italicized: 


“Upon his death, the payments by the 
surviving partners must be included in 
the widow’s income to the extent they 
exceed the adjusted basis of such assets in 


The changes made in the law are reflected by the following comparisons: 


Law Today 


1. This sentence is now omitted. 


2. In substitution for the italicized words 


under the prior law, the following italicized 
words now appear: 


“are attributable to the earnings of the 
partnership accrued only by reason of his 
death. The income reflected by the pay- 
ments to the extent that they are so at- 





is 50% the hands of the decedent immediately prior tributable.” 

August to his death. This gain was not includible 

differ- in the partner’s income since it was not 

s price received by the partner (for the purposes 

of the cash receipts and disbursements 

method of accounting) and was accrued 

only by reason of his death (for the pur- 

ry’s il- poses of the accrual method of account- 

he AB ing).” 

nished 

‘S was . In the same paragraph, the last sentence . In substitution for the italicized words, 

3 was read: the following words appear: 

would “If the payments are to be made to the “are attributable to the earnings of the 

of B’s widow as trustee for minor children... partnership accruing only by reason of the 
must include such payments when re- death.” 

ceived in their income to the extent that 

amely, the payments represent the gain on the 

ie sale sale.” 

t dis- 

siness . No example is set out in the law prior to amendment. 

: ced appears in the law: 


n, tax- 


The following example now 


> been “Example. Suppose that A and the decedent B were equal partners in a business 
red, is possessed of tangible assets having a present value considerably in excess of cost; suppose 
dece- that certain current partnership business was well advanced toward completion prior 
man- to the death of B; and suppose that the partnership agreement provided that, upon the 
upon death of one of the partners, all partnership assets, including unfinished business, should 
inte pass to the surviving partner, and that the surviving partner should make certain pay- 
: ments to the estate of the decedent. To the extent that the payments by A to the 
estate of B are attributable to B’s interest in the previously earned proportion of the 
nding unfinished partnership business transactions, their receipt by the estate of B will reflect 
Himes, the realization of income. With respect to such portion of the payments by A as is 
eae attributable to B’s interest in the tangible assets of the partnership which had appreciated 
in value, no gain to the estate of B will be recognized. If some portion of the payments 
by A is attributable to a sale of B’s interest jn partnership assets consummated by B 
prior to his death, however, the gain to the estate of B reflected in such payments will 
be recognized regardless of the character of the assets sold, and regardless of whether 
or not payment was due on a day which must occur after B’s death.” 


rived.‘ 
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Partnership Interest Purchase Agreements 


































































ean 
This would be true, irrespective of the char- business is held to comprise income report. $25 
acter of the assets sold, and the time fixed able by his estate after his death, this stil] 33 
for the payment of said assets.® leaves the question open as to what, in fact. * ai 
might be construed to be “tangible assets’. 22 ; 
Open Questions Viewed differently, the Treasury makes 36 
Treasury Decision No. 5459 is sustain- tW° distinctions: The first, “unfinished busi - 
able so far as it goes. Unfortunately, it does ness”; the second, ‘tangible aasets . St be o 
not completely respond to all existent ques- makes these distinctions Pag con*emplation 335 
tions. There are two thoughts which will of the fact that there exist only two sub- 529 
demand, and must inevitably receive, fur- ject matters for settlement between the 3 
ther clarification. The first of these con- State of the decedent and the survivor, S§ 
cites the tele ok talk tees when, in fact, the binding agreement made <c 
between the partners while both of them 
3y implication, it logically follows that if live, may very well have attached a specific . 
no gain would be encountered in the sale yalue to good will.’ n é 
of = partnership interest, upon the death Good will does not comprise unfinished §W 42 
of one of the partners, neither would a tax- business. Nor, on the other hand, can it Q o= 
able gam result im the sale of corporate he classified as a tangible asset. What, then, #" % 
stock, under the same circumstances. While Sh? Mer nck inte ceded Gea © 
this conclusion flows as a logical sequence, 45 , Buy-Sell Agreement effective upon the § > 
nonetheless t 18 only implied, Nothing death of one of the parties? Let us assume “5 ec 
specifically appears in the phraseology or that the tangible assets of the AB Company §™ ¢é 
the amendatory law to the clear-cut effect have increased in value from $20,000 to&.s H > 
that equal relevance is had where stock in- $150,000 ($75,000 to each partner), and A 0 5 
terests are entailed. Contrarily, the part- and B agree that in the event of the deathoi JX = < 
nership entity is singled out by the Treasury one, the survivor will pay to the estate of 0 : 
Department for illustrative purposes. the other the sum of $100,000 for his 50% = 
The second observation which must be interest. How are we to treat the addi- = e. 
made is that in its example, the Department _ tional $25,000 so paid by the survivor to the J'g 3 | 
makes reference to “tangible assets of the decedent’s estate? > “3 
partnership.”* While it is readily under- Further clarification must, and necessarily + 
standable that income to which the partner Will, come with respect to that portion of =. 
was entitled during his lifetime on unfinished the payments received for the decedent's [+= « 
interest in the partnership with respect to § 
’ See last sentence of Treasury's example here- good will. [The End] } % 
in set forth. r 5 
® See last portion of Treasury’s example. ™See reference under footnote 1. 3 
5% 
q 
vw 
2 
GEORGIA’'S SOLDIERS TO PAY TAXES ON RETURN |é 
O 
D 
The Governor of Georgia has issued an executive order which suspends, until < 
the next meeting of the General Assembly, the collection of income taxes due the o 
state by service men and women in the following manner: For the years since 5 
December 7, 1941, including the return for the year 1941, all persons, who during ” 


a major part of each year were in the armed services, in making their income tax 
returns, may deduct from the gross incomes so much of their military pay as does 
not exceed $1500. In addition, upon approval of the State Revenue Commissioner, 
the time for filing the return and paying the tax of such persons without the 
continental United States or on sea duty is deferred until the 15th day of the third 
month after such persons return to the United States, or following the termination 
of the war, if such date is earlier. 
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AX AVOIDANCE, customarily as- 

sociated with private firms and individuals, 

is applied on by far the largest scale of all 

—by our own Federal Government. This 

is not to imply, however, that the Govern- 

ment has thereby breached any ethical 
standards, for it is now well recognized that 

despite the evils which result from the promis- 

cuous application of dubious tax reduction 
practices, the use of sound legal principles 

for reducing taxes is “above reproach” ’* and 
| not even “mildly unethical”.? 















Justice Marshall’s Theory 


Since 1819, when Chief Justice Marshall 
in McCulloch v. Maryland* expounded the 
principle that the Constitution of the United 
States implies that properties, functions, and 
instrumentalities of the Federal Government 
are immune from taxation by its constituent 
parts, the Government has attempted to ob- 
tain the maximum possible exemption from 
all state and local taxes. 









However, although the doctrine of im- 
plied immunity appeared to be clear when 
applied to direct taxes levied on the Govy- 
ernment, its precise reach became obscure 
when applied to indirect taxes. 








Perhaps the most perplexing problem with 
respect to the extent of the Federal Gov- 
ernment’s immunity arose in connection with 
private contractors performing work for the 
Government. The problem came to a climax 
with the advent of World War II. Asa 
result of the critical emergency, the Gov- 
ernment entered into an unprecedented number 
of cost type contracts designed to expedite 
the production of war material. Under this 
type of contract, the Government obligated 















1 See Paul, Studies in Federal Taxation (1937) 
85 


2 Rands, Inc., 34 B. T. A. 1094. 
34 Wheat, 316, 4 L. ed. 579 (U. S. 1819). 
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Federal Government 
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a 









itself to reimburse the contractor for all 
proper costs incurred in performing the con- 
tract, plus a profit. Almost immediately 
thereafter, many state tax authorities in 
States which impose sales, use, occupational, 
privilege, and gasoline taxes applied those 


taxes to cost type contractors and demanded 
payment thereof. 


This situation brought to the fore the 
question of whether the Government’s ex- 
emption from taxes could be applied to cost 
type contractors, on the theory that a tax 
levied on the contractor would, in turn, in- 


crease the cost to the Government in like 
amount. 


States’ Action Increases War Costs 


The War and Navy Departments were 
seriously concerned with the prospect of 
greatly increased costs to the war program 
as a result of the action taken by the States. 
In the belief that state sales, use, privilege, 
occupational, gasoline and similar taxes were 
inapplicable to cost type contractors with 
the United States, the War and Navy De- 
partments requested the Attorney General 
of the United States to undertake resistance 
to such taxes for and on behalf of the War 
and Navy Departments.‘ 


Thereupon, arrangements were consum- 
mated with a co-operative vendor of a Gov- 
ernment cost type contractor for the use 
of the vendor’s litigating position with refer- 
ence to the sales tax. The issue was there- 
by presented to the Supreme Court of 
Alabama in the case of King & Boozer v. 
Alabama® The Alabama court held that the 
State had no authority to levy a sales tax 
on purchases of a Government cost type con- 
tractor and stated, “The contractor here 
was acting for the Government in the ac- 





422 Comp. Gen. (1942) 109, 112. 
5 241 Ala. 557, 3 So. (2d) 572 (1941). 
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complishment of a governmental purpose. 
_, . The conclusion is inescapable that the 
burden of the tax in the instant case falls 
directly and immediately upon the Govern- 
ment. The addition of the tax raises the 
cost of construction which the Government 
is bound to pay.” 


On appeal, however, the decree of the 
state court was reversed by the United States 
Supreme Court in Alabama v. King & 
Boozer In upholding the validity of the 
state sales tax on purchases made by a cost 
type contractor, the Court rejected the con- 
tention that the contractor was so acting 
as to place the Government in the role of a 
purchaser of the material necessary for the 
performance of the contract. The legal 
effect of the transaction, the Court con- 
cluded, was to obligate the contractor for 
the purchases inasmuch as the contract con- 
templated that the contractor was to pur- 
chase all the materials required in its own 
name and on its own credit. 


Faced by the prospect of a large increase 
in the cost of the war program, as a result 
of the Supreme Court’s decision, the Gov- 
ernment made extensive studies of the vari- 
ous state and local tax regulations to determine 
methods for avoiding such taxes. The re- 
sults of these carefully developed methods, 
which have proved so successful in reduc- 


ing the cost of the war program, are worthy 
of careful analysis as a guide for tax savings 
by private individuals and concerns. 


New York City Sales Tax 


An interesting example is afforded by the 
practice developed by the Federal Govern- 
ment for avoiding the New York City Sales 
Tax and similar taxes levied by other locali- 
ties. The Government had many cost type 
contracts in process for the repair of ves- 
sels, under which, the contractor purchased 
all the required material and employed all 
the necessary labor on its own account. The 
resulting costs were reimbursed to the con- 
tractor by the Government. 


The Comptroller of the City of New York 
tuled that all purchases of tangible personal 
property by a contractor for use in connec- 
tion with ship repairs are at retail’ and 
therefore subject to the sales tax. The con- 
clusion was based on the theory that: 


$314U.S. 1, 86 L. ed. 3 (1941). 

7 Article 41a of the Regulations of the Comp- 
troller of the City of New York under the New 
York City Sales and Compensating Use Tax 


— Pertaining to War Contracts, Nov. 25, 
42, 


Tax Avoidance 


ship repair and alteration contractors 
are engaged primarily in the business 
of rendering services, 


the use of tangible personal property 
is only incidental in the rendering of 
such services, and 


reimbursement by the Government to 
the contractor is made for the aggre- 
gate cost of the services and material, 
and often after the incorporation of 
the material into the work. 


As a result of the Comptroller’s decision, 
the sales tax was levied on all purchases of 
tangible personal property by ship repair 
contractors, thus increasing the cost of the 
material to the contractor, and in turn, the 
Government. 


To avoid this situation, the Government 
developed a new form of ship repair con- 
tract to take advantage of the fact that a 
sale is defined by the New York City Sales 
Tax Law as “Any transfer of title or pos- 
session or both in any manner or by 
any means whatsoever for a consideration, 
or any agreement therefor . . .”*° Since, 
under this definition, a sale may be con- 
summated by any agreement for the transfer 
of title or possession,® the new form of ship 
repair contract ® was prepared so as to con- 
tain the following provisions: 


Title to all material and equipment to be 
incorporated in the vessel or its equipment 
or to be used in doing any work hereunder 
or in connection therewith shall vest in the 
Government as payment is made therefor 
by the Government or by the Contractor, or 
upon delivery thereof to the Government or 
to the Contractor, whichever of said events 
shall first occur. 


The Contractor shall, as soon as prac- 
ticable, identify any property which is to 
become a part of the vessel by marking or 
segregation in such a way as to indicate 
ownership thereof by the Government and 
its allocation to the vessel. 


Effect of New Contract Provisions 


The effect of these provisions was to 
render all purchases by ship repair con- 


8 Section N41-1.0, Local Law 18 of 1943. 


° The first section of the Uniform Sales Act 
(Personal Property Law of New York § 82) 
defines a sale as follows: ‘‘A sale is an agree- 
ment whereby the seller transfers the property 
in goods to the buyer for a consideration called 
the price.”’ 


10 Navy Department, Bureau of Ships’ NObs 
Contract for the Repair or Alteration of Ves- 
sels (Revised April 19, 1943). 
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tractors non-taxable by the simple legal 
expedient of transferring title (thus creat- 
ing a resale to the Government which is tax 
immune) prior to the incorporation of the 
material in the work. The results were so 
successful that all outstanding ship repair 
contracts were cancelled and renegotiated 
in the new form. 


The proper control of the date of vesting 
title was also used to great advantage by 
the Government in avoiding real estate 
taxes. 


At the start of the present emergency, the 
Government let out numerous contracts for 
the construction of facilities, required for the 
production of war material. The contracts 
provided that the contractors were to con- 
struct the facilities on their own account 
and would be reimbursed by the Govern- 
ment for the costs thereof over a period 
of sixty consecutive calendar months be- 
ginning at the time the facilities were com- 
pleted. The title to all such facilities vested 
in the contractor until the final payment and 
completion of the contract, at which time, 
title would pass to the Government (unless the 
contractor elected to purchase the facilities). 


Under this form of contract, the con- 
tractor was subjected to real estate taxes 
based on the value of the facilities. The 
cost of such taxes were, in turn, included 
in the contractor’s statement of costs and 
subsequently reimbursed by the Govern- 
ment; thus, the ultimate cost of the tax was 
borne by the Government. 


To avoid this situation, the Government 
developed a revised form of facilities con- 
tract providing, in part, that: 

Title to any and all facilities shall at no 
time be in the Contractor but shall pass 
directly from the vendor of such facilities 
to the Government upon any payments made 
on account thereof either by the Govern- 
ment or by the Contractor, upon the delivery 
of such facilities to the Contractor on ac- 
count of the Government or upon the hap- 
pening of any event upon the occurrence 
of which the title passes out of the vendor. 


Real Property Taxes 


This effort on the part of the Govern- 
ment to avoid real estate taxes on facilities 
used by its contractors was vigorously re- 
sisted by local taxing authorities. It was 
contended that increased municipal services, 
to serve and protect the influx of war 
workers, are required in all communities 
where large war contracts are placed; that 
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such local services rely heavily on real estate 
taxation; that to exclude property acquired 
by the Government imposes the increase( 
cost on others. While it was conceded that 
the allowance of assessments on such prop. 
erty would measurably increase the cos 














































































































of waging the war, it was argued that the ssi 
Federal Government may diffuse the cos — 
throughout the country instead of putting — 
back-breaking burden on local governments salar ” 
where war plants are located. ig 
In the case of United States et al. v. Al. ead 
legheny County, Pa." the controversy flared enest. 
when the assessing authorities of Allegheny * 
County revised a Government contractor's The 
previously determined assessment for ad Y& h 











valorem taxes by adding thereto the value 
of machinery which the War Department 
leased to the contractor in order to facilitate 
the production of greater quantities of large 
field guns. 









Pennsylvania’s Rule 


The Supreme Court of Pennsylvania ruled* 
that under the state law regardless of who 
held the title to it the machinery constituted 
a part of the mill for purposes of assess- 
ment and was properly taxed as real estate. 
It acknowledged that property in the 
physical possession of the United States is 
not taxable, but this assessment, it said, is 
not against the United States but against 
the contractor, which is operating its mill 
for private purposes. The Court reasoned 
that if the contractor defaulted in tax pay- 
ments, “the paramount rights of the govern- 
ment in the machinery could not be divested 
or in any way affected,” hence the Govern- 
ment could suffer no loss. Evidence that 
the machinery was not owned by the con- 
tractor was, therefore, held to be irrelevant 
and improperly admitted. 


Supreme Court’s Rule 


The United States Supreme Court re- 
versed this judgment, holding™ that the 
Tax Law of the Commonwealth of Penn- 
sylvania as applied in this case violates the 
Federal Constitution in so far as it pur- 
ports to authorize taxation of the property 
interests of the United States in the ma- 
chinery in the contractor’s plant. The 
Court stated: 


We think, however, that the Government's 
property interests are not taxable either to 





11 322 U. S. 174, 64 Sup. Ct, 908 (1944). 

12 Appeal of Mesta Machine Co., 347 Pa. 191, 
32 A. (2d) 236 (1943). 

#3 United States et al. v. Allegheny County, 
Pa., 322 U. S, 174, 64 Sup. Ct. 908 (1944). 
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it or its bailee. The “Government” is an 
abstraction, and its possession of property 
largely constructive. Actual possession and 
custody of Government property nearly al- 
ways are in someone who is not himself 
the Government but acts in its behalf and 
for its purposes. He may be an officer, an 
agent, or a contractor. His personal ad- 
yantages from the relationship by way of 
salary, profit, or beneficial personal use of 
the property may be taxed as we have held. 
ut neither he nor the Government may be 
taxed for the Government’s property in- 
terest. 


The issue is not completely decided as 
yet, however, for the Government having 


won this case may attempt, after the present 
emergency, to extend its immunity to prop- 
erty in which it has an undivided equitable 
interest. That is, property in which the title 
vests in a third party but which is partly 
paid for by the Government, as in the case 
of 60 Payment Facility Contracts previously 
discussed. 


Thus, it is interesting to observe that the 
field of tax avoidance is one in which the 
Federal Government plays a dual role; as 
tax collector it seeks to extend the scope 
of its taxes and block all possible loop- 
holes; as a participant in commercial and 
industrial activities, it musters every legal 
expedient in an effort to avoid taxes. 


The Age of Fiscal Comprehension 


TIS NOW FIFTEEN YEARS since the federal revenues equalled the federal 
spending, and a large proportion of the population now living in the United 
States has no conception of experience under any other fiscal policy than that of 


a deficit. 


Assuming that ordinarily a serious understanding of the meaning of 





fiscal matters is not attained until about age 20 (and the customary age require- 
ment of 21 years for eligibility to vote suggests the general view that the maturity 
requisite for participation in public affairs is not attained earlier as a rule), then 
it follows that all persons in the United States under age 35 have no clear first- 
hand knowledge or recollection of what it means for the federal government to 
operate under a balanced budget. A Census Bureau estimate of the population 
in 1945 places the total at 136,448,000, of whom 78,836,000 would be age 34 or 
younger. Thus, more than half of the people lack civic awareness of a balanced 
It is only natural that they should think of a deficit condition as the 
normal method of operation. It is natural, also, that they should think of the 
federal treasury as a store of inexhaustible riches, to be used as freely as need be 
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) guarantee every one a job, an income, and freedom from all financial cares.— 


Harley L. Lutz, in The Tax Review, July, 1945. 
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The difference between a taxed charitable bequest and an untaxed bequest to 

the charity as remaindermen, is the standard of invasion, says this New York 

attorney and C. P. A. With this premise he analyzes the recent cases and articles 
anent the subject. 


OBERT H. MONTGOMERY in an 

article in the May, 1945, issue of 
“TAxEs”* expressed concern because in his 
opinion many privately supported institu- 
tions, such as hospitals, will not receive the 
full bequests that-they would be entitled to 
as remaindermen. His concern flows from 
the decision of the Supreme Court in Mer- 
chants National Bank of Boston v. Commis- 
stoner? 


The holding in that case was that, where 
there was no restriction upon the power to 


1 Robert H. Montgomery, Are We Taxing Tax- 


Exempt Institutions? TAXES, May, 1945, page 
386. 


? 320 U. S. 256 (1943). 
808 


invade the corpus for the benefit of the life 
beneficiary, other than that the happiness 
of the beneficiary require the invasion, no 
deduction was permissible for estate tax 
purposes. 


The Merchants National Bank case did not 
overrule* the Ithaca Trust case,‘ in which 
the facts were that a life estate was left 
to the wife, remainder to charity, with au- 
thority to use from the principal any sum 


3 But compare Recommendations for Revision 
of the Internal Revenue Code of the Committee 
on Federal Taxation of the American Institute 
of Accountants, Journal of Accountancy, Decem- 
ber, 1944, page 464. 


4 Ithaca Trust Company v. The United States, 
279 U. S. 151 (1929). 


September, 1945 @ TAX ES—The Tax Magazine 





the life 
ypiness 
On, no 
te tax 


lid not 
which 
as left 
ith au- 
y sum 
evision 
mittee 


stitute 
Decem- 


States, 


gazine 


ARITHBLE A 


EMAINDERS 


pht to Invade Principal 


EDWARD T. ROEHNER 


“that may be necessary to suitably maintain 
her in as much comfort as she now enjoys,” 
and the Supreme Court held the value of 
the remainder deductible, since a standard 
of invasion had been set up. The Supreme 
Court, in the Ithaca case, held that: 


The principal that could be used was only 
so much as might be necessary to con- 
tinue the comfort then enjoyed. The 
standard was fixed in fact and capable of 
being stated in definite terms of money. 
It was not left to the widow’s discretion. 
The income of the estate at the death of 
the testator and even after debts and 
specific legacies had been paid was more 
than sufficient to maintain the widow as 
required. There was no uncertainty ap- 
prehended greater than the general un- 
certainty that attends human affairs. 


Authority to Invade Corpus 


In the Merchants National Bank case, how- 
ever, the will gave a life estate to the wife, 
remainder to charity, with authority to in- 


Charitable Remainders 


vade the corpus of the trust “for the com- 
fort, support, maintenance and/or happiness 
of my wife.” It enjoined the trustee to be 
liberal in the matter and to consider her 
“welfare, comfort and happiness prior to 
the claims of residuary beneficiaries,” i. e., 
the charities. The Supreme Court held, that 
under this will, the extent to which the prin- 
cipal might be used was not restricted by 
a fixed standard based on the widow’s prior 
way of life—unlike the Ithaca case, where it 
was. The Court stated in the Merchants 
National Bank case: 


Congress has required a more reliable 
measure of possible expenditures and 
present value than is now available for 
computing what the charity will receive. 
The salient fact is that the purposes for 
which the widow could, and might wish 
to have the funds spent do not lend them- 
selves to reliable prediction. This is not 
a “standard fixed in fact and capable of 
being stated in definite terms of money.” 
Cf. Ithaca Trust Co. v. United States, supra. 
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Introducing the element of the widow’s 
happiness and instructing the trustee to 
exercise its discretion with liberality to 
meet her wishes prior to the claims of 
residuary beneficiaries brought into the 
calculation elements of speculation too 
large to be overcome notwithstanding the 
widow’s previous mode of life was modest 
and her resources substantial. 


Montgomery’s Article 


With this background of the Ithaca Trust 
and Merchants National Bank cases, let us 
turn to Colonel Montgomery’s article. Our 
first quotation is: 


Recently my attention was called to a 
demand for federal estate tax on a $100,000 
bequest to a tax-exempt institution. ‘The 
tax was demanded because the bequest 
was subject to the life interest of the de- 
cedent’s sister in the income, with a pro- 
vision that the principal could be invaded 
if necessary. It is one of the usual cases 
where there is no reasonable ground to 
expect invasion. Nevertheless, the weight 
of the court decisions at this time sup- 
ports the demand. 1 suggested that the 
tax be paid and a claim for refund be 
filed just before the expiration of the 
statutory period, and be kept alive—until 
the question was more definitely settled. 
My point is that the framers of the law cer- 
tainly tried to make it clear that such be- 
quests must not be taxed, (italics supplied) 


Colonel Montgomery states that “the framers 
of the law certainly tried to make it clear 
that such bequests must not be taxed.” 
However, Mr. Randolph E. Paul writes * 
that Professor Griswold has said that this 
provision came into the 1918 statute for the 
first time “almost by accident” and that he 
goes on to prove this statement by the fol- 





5 Paul, Federal Estate and Gift Taxation 
(1942) 640. See also Hartung, Estate Tax De- 
ductions for Gifts to Charity—The Certainty 
Requirement, 13 The George Washington Law 
Review (Feb. 1945) 199: ‘“‘The Revenue Act of 
1918 enacted almost unnoticed the provision 
allowing a deduction from the gross estate, im 
determining the net estate for estate tax pur- 
poses, of transfers for public, charitable and 
religious uses. The provision was suggested 
by the Senate and went to the Conference Com- 
mittee along with the House Bill amd other 
Senate recommendations. In conference the 
other Senate recommendations were dropped but 
the provision allowing a charitable deduction 
was retained without discussion. Ag a result 
there is available no precise statement of legis- 
lative policy which would serve as a point of 
departure for statutory construction and inter- 
pretation. 





lowing analysis of the curious origin of the 
provision in the 1918 Act: ° 


It ‘was not in the bill as it was passe; 
by the House. In the Senate the estate 
tax provisions of the House Bill wer 
stricken out and an inheritance tax was 
substituted. See Senate Report No. 617 
65th Congress, 3rd Session, p. 15. The 
Senate Bill contained a clause, doubtless 
modelled on the provisions of many state 
inheritance tax laws, to the effect tha 
charitable gifts “shall not be taxable here. 
under.” There was no specific discussion 
of this problem in the Committee Report, 
When the Bill went to conference, the 
estate tax provisions of the House were 
reinstated but the exemption of gifts to 
charities in the Senate’s inheritance tax 
was catried over to the enacted law. The 
Conference Report contains no discussion 
of the problem, but merely a recital of the 
fact. See House Report No. 1037, 65th 
Congress, 3rd Session, pp. 70-71 (Amend- 
ment No. 289). 


There is, therefore, no legislative histor 
to support Colonel Montgomery’s conclu 
sion as to the intention of the framers of 
the law. 


Colonel Montgomery does not state under 
what conditions the principal in the case he 
discussed could be invaded. All that he 
told us was that: 


The tax was demanded because the be- 
quest was subject to the life interest oi 
the decedent’s sister in the income, with 
a provision that the principal could be 
invaded if necessary. It is one of the 
usual cases where there is no reasonable 
ground to expect invasion. Nevertheless 
the weight of the court decisions at this 
time supports the demand. 


A Standard of Invasion 


From what he has chosen to tell us tt 
is obvious that it is a case which does not 
set up a standard of invasion. Where thie 
testator has not chosen to set up a standard, 
but has freely permitted invasion of the prin- 
cipal, no sound reason would appear why a de- 
duction from estate tax should be permitted. 
It must not be overlooked that if there is no 
 € Griswold, Cases and Materials on Federdl 
Taxation (1940) 262. 

7 “*‘Whatever may be said with respect to com: 
puting the present value of the bequest of the 
testator who dilutes his charity only to the 
extent of first affording specific private legatees 
the usufruct of his property for a fixed period, 
a different problem is presented by the testator 
who, preferring to insure the comfort and hap 
piness of his private legatees, hedges his philan- 
thropy, and permits invasion of the corpus for 
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standard to govern invasion and the prin- 
cipal is invaded, the Treasury is out the 
estate tax on the amount of the invasion. 
To take a simple example: if a wife is left 
a life estate, remainder to charity, the Treasury 
loses the estate tax on the remainder, but 
charity receives the remainder, which is the 
purpose of the allowance of a deduction of 
the amount of a bequest to charity. If, 
however, the will also contained a provision 
that the principal was to be invaded for the 
“happiness” of the life tenant the charity 
might never get it. What if, after the estate 
tax deduction has been allowed, the widow 
suddenly decided that her “happiness” re- 
quired that her relatives receive, while she 
is alive, most of the principal? The estate 
tax deduction would have been saved by the 
estate, but charity would not have received 
the benefits for which the deduction had 
been granted. It would indeed be a simple 
and fertile means of tax evasion.* 


Colonel Montgomery further says: 

The possibility of invasion is only a pos- 
sibility, and if it has not happened, the 
Treasury has $10,000 to which it is not 
entitled and I am not at all sure that it 
is uncollectible from the Treasury. Prob- 
ably no one has tried because timely re- 
fund claims have not been made. 


Footnote 7 continued 


their benefit. At the very least a possibility 
that part of the principal will be used is then 
created, and the present value of the remainder 
which the charity will receive becomes less 
readily ascertainable. Not infrequently the 
standards by which the extent of permissible 
diversion of corpus is to be measured embraces 
factors which cannot be accounted for accurately 
by reliable statistical data and techniques. 
Since, therefore, neither the amount which the 
private beneficiary will use nor the present value 
of the gift can be computed, deduction is not 
permitted.’’ Merchants National Bank of Bos- 
ton v. Comm’r, 320 U.S. 256 (1943). 

8See Daniel W. Norris et al. Exrs, v. Comm’r 
(C.C. A. 7, April 8, 1943) 134 F, (2d) 796, where 
the court said apropos of paragraph 2 of Article 
47 of Regulations 80 (Estate Tax) which states 
that if a donee or trustee is empowered to 
divert the property to a recipient, a direct gift 
to whom, by the decedent, would not have been 
deductible it shall be deemed non-deductible, 
“Such a provision may be wise and in effect 
necessary to prevent reduction of estates by 
charitable contributions, which, after levy and 
payment of estate tax, are cancelled by exer- 
cise of testamentarily given power.’’ In the 
Same case the court also said, ‘‘. . . loopholes 
should not be permitted to diminish estate tax 
Payments by ostensibly charitable bequests 
which may never become effective. Also the 
necessity of easy, accurate determination of the 
precise tax due from the estate is of importance. 
Gifts to charity of uncertain nature and specu- 
lative value will not be permitted to impede the 
exact determination of the base upon which the 
tax is imposed. 


Charitable Remainders 


His statement that if no invasion takes place 
the tax may be collected from the Treasury 
has been authoritatively settled to the con- 
trary. The Supreme Court in the Jthaca 
case itself held that the value of the re- 
mainder to charity must be determined as 
of the date of the testator’s death. The 
widow had died within six months of the 
date of the death of the testator. The Court 
said that the question was whether the diminu- 
tion of the gift to charity by the value of 
the life estate was to be determined by the 
event, as it turned out, of the widow’s death 
within six months, or by mortality tables. 
showing the probabilities as they stood on 
the day when the testator died. The Court 
went on to say that the first impression is 
that it is absurd to resort to statistical prob- 
abilities when you know the facts, but that 
the apparent absurdity was due to inaccurate 
thinking. The estate, so far as may be, is 
settled as of the date of the testator’s death. 
The tax is on the act of the testator, not on 
the receipt of property by the legatees. 
Therefore, the value of the thing to be taxed 
must be estimated as of the time when the 
act is done.° 


Taxation a Practical Matter 


The reason that the tax must be levied 
as matters stand at the date of the testator’s 
death is that “taxation is a practical matter. 
Therefore the tax must be levied on a known 
basis—such basis may not be variable, de- 
pendent on factors unknown or unknowable 
at the time the tax is levied.” ” 


Colonel Montgomery’s statement that: 


In view of the opinion of Justice Rutledge 
in Merchants National Bank of Boston v. 
Commissioner, 320 U. S. 256 (November 
15, 1943), it is not likely that the lower 
courts will resist continued and perhaps 
accelerated attempts to tax where no tax 
is justly due.” 


®° The New York Estate Tax Law is in accord 
with the Federal law in requiring that the 
value of the remainder interest must be esti- 
mated as of the time of testator’s death for 
estate tax purposes. See McKinney’s Tax Law, 
sections 249-m and 249-s and annotations there- 
under. 

1 Daniel W. Norris v. Comm’r (C. C. A. 7, 
1943) 1934 F. (2d) 796. See also note 8, supra. 


11 See to the contrary Dobson et al, v. Comm’r.,, 
320 U. S. 489, decided December 20, 1943, in 
which Mr. Justice Jackson said for a unan- 
imous Court, regarding the Tax Court, ‘‘The 
court is independent, and its neutrality is not 
clouded by prosecuting duties. Its procedures 
assure fair hearings. Its deliberations are 
evidenced by careful opinions. All guides to 
judgment available to judges are habitually con- 
sulted and respected. It has established a tra- 
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should be compared with a statement made 
in his book on Federal Taxes on Estates, 
Trusts and Gifts: ” 


Fortunately the rule laid down by the 
Supreme Court in Merchants Nat'l Bank 
(supra) is not taken too seriously. In 
Com’r v. Robertson (CCA 4-141 F. 2d 855) 
and Com’r v. Wells Fargo Bank and Union 
Tr. Co. (Hume Est.) (CCA 9, October 11, 
1944) the Courts distinguished the Mer- 
chants Nat'l Bank case by holding that in 
those cases the danger of invasion was 
negligible. Inasmuch as the danger of in- 
vasion in Merchants Nat’l Bank was equally 
or even more negligible, we have what is 
known as a distinction without a difference. 
Unfortunately, in the Merchants Nat'l Bank 
case, the decedent provided for his wife’s 
“happiness” with “liberality.” 


In view of the fact that the only subsequent 
decision on the subject before Colonel Mont- 
gomery’s article appeared in the May, 1945, 
issue of “Taxes” was the Wetherill case, 
hereinafter discussed, which affirmed the 
taxpayer’s right to a deduction for a be- 
quest to charity, it is difficult to understand 
what has caused him to change his mind. 


Colonel Montgomery’s first statement that 
on the basis of the Robertson and Wells 
Fargo (Hume Estate) cases the rule laid 
down by the Supreme Court in the Mer- 
chants National Bank case “is not taken too 
seriously” does not seem justified by those 
cases, both of which were affirmances by 
circuit courts of decisions by the Tax Court 
prior to the decision in the Merchants Na- 
tional. Bank case. 


The Robertson Case 


In the Robertson case™ the Circuit Court 
for the Fourth Circuit said that the Tax 
Court had made the following ultimate find- 
ing of fact: 


We think it clear, therefore, from the evi- 
dence that any uncertainty in the bequests 
to the charities by reason of the prior au- 
thority of the trustee to distribute principal 





Footnote 11 continued 


dition of freedom from bias and pressures . 
Tested by every theoretical and practical reason 
for administrative finality, no administrative de- 
cisions are entitled to higher credit in the 
courts.’’ See also Bickford, The Trial of the 
Tax Court, TAXES, June, 1945, p. 489. ‘“‘By 
1926, the Board had established a splendid repu- 
tation as a conscientious, fair and impartial 
tribunal.’’ 

2 Robert H. Montgomery, Federal Taxes on 
Estates, Trusts and Gifts, 1944-45, p, 564. 

13 Comm’r v. George Robertson (C. C. A. 4, 
April 7, 1944) 141 F, (2d) 855. 













if in his judgment the best interests of the 
beneficiary should require was negligible 
The possibility that the charitable be. 
quests would fail or be diminished was 9 
remote as to be nil. 


The Circuit Court said of the Merchants No. 
tional Bank case: 


Notwithstanding this decision, we think 
that the conclusions of the Tax Court in 
the pending case, resting as they do upon 
a finding of fact must be approved. The 
respect to be given to such findings of the 
Tax Court, as well as the weight to be 
attached to its decisions on points of law, 
were emphasized in Dobson v. Commis. 
stoner, 320 U. S. 489, wherein it was said 
(p. 494) that “courts, including this Court, 
have not paid the scrupulous deference to 


the tax laws’ admonitions of finality which 


they have to similar provisions in statutes 
relating to other tribunals.” We find our- 
selves unable to say that there is no sub- 
stantial evidence here to support the finding 
of the Tax Court that “the possibility that 
the charitable bequests would fail or be 
diminished was so remote as to be nil.” 


It is clear from the foregoing quotation that 
all the Circuit Court did was to say that 
under the Dobson case it had no right to dis- 
turb the finding of the Tax Court upon a 
question of fact. 


The Ninth Circuit’s Holding 


In the Wells Fargo (Hume Estate) case™ 
the Circuit Court for the Ninth Circuit held: 


In the instant case there is substantial 
evidence to support the finding of the Tax 
Court concerning the remoteness of inva- 
sion of the trust corpus. 


In the only other Circuit Court case since 
the Merchants National Bank case, namely 
the Wells Fargo (Sternheim Estate) case” 
decided in the Ninth Circuit on the same day 
as the Wells Fargo (Hume Estate) case, the 
Circuit Court held that the Tax Court was 
in error when it permitted actual invasion 
of the trust subsequent to the testator’s 
death to influence its decision. The court 
said since on the data available at the date of 
death of the testator the Tax Court would 
have held resort to the corpus for the benefit 
of the life tenant so unlikely that the full 
sum would have been allowed as a charitable 





14 Comm’r v. Wells Fargo Bank & Union Trust 
Co. (Hume Estate) (C. C. A. 9, October 11, 1944) 
145 F, (2d) 130. 

3 Wells Fargo Bank & Union Trust Co. (Stern- 


heim Estate) (C, C. A. 9, October 11, 1944) 145 
F. (2d) 132. 
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deduction for tax purposes, it should not be 
influenced by events subsequent to the 
testator’s death. 


The only other cases decided subsequent 
to the Merchants National Bank case are 
those decided by the Tax Court. Three of 
them, the Schumacher, Hahn, and Wiggin 
cases were decided by the Tax Court before 
the Circuit Court decisions which Colonel 
Montgomery refers to in the quotation from 
his book. The Wetherill case was also de- 
cided before Colonel Montgomery’s article 
appeared. The only case not decided before 
his article appeared is the deCastro case. 


The Schumacher Case 


The Louis Schumacher case,” a Tax Court 
memorandum decision was decided Novem- 
ber 29, 1943. In that case the will gave a life 
estate to the wife and provided that: 


. if for any reason the comfort or con- 
venience of my wife shall require it, the 
trustees shall have full power and authority 
to use so much of the principal of the 
trust fund as may be necessary to provide 
for her every comfort and convenience. 
(italics supplied) 


No deduction was allowed by the Tax Court 
for a bequest to charity. Judge Leech de- 
termined that the italicized language was as 
broad as the “comfort, support, maintenance 
and/or happiness” language of the will in 
the Merchants National Bank case. 


In the Hahn case,” also a Tax Court 
memorandum decision, Judge Arundell held 
that the Merchants National Bank case ap- 
plied. The opinion stated: 


The right of the trustees in the instant 
case to invade the corpus of the trust for 
the benefit of decedent’s wife is couched 
in language that is substantially similar. 
The decedent provided that the trustees 
might invade the corpus should the income 
be insufficient to provide “for her com- 
fortable maintenance and support,” or to 


1% Estate of Louis Schwmacher, Tax Court 
memorandum decision, promulgated November 
29, 1943, fourteen days after the Merchants Na- 
tional Bank case was handed down. CCH Dec. 
No. 13603 (M). 


" Estate of J. Jerome Hahn, Tax Court mem- 
orandum decision, promulgated December 28, 
1943, CCH Dec. 13661 (M). 


8 ““Many of the cases finding that a power to 
invade for ‘comfort, support and maintenance’ 
of the widow is limited to an invasion to main- 
tain her customary standard of living are. . 
based upon local rules of interpretation.’’ Har- 
tung, Estate Tax Deductions for Gifts to Charity 
—the Certainty Requirement, The George Wash- 
ington Law Review, February, 1945, p. 213. 


Charitable Remainders 


meet the expense of any sickness, emer- 
gency or misfortune, or any other expense 
whether of a like or different kind, deemed 
by said Trustees to be proper for her com- 
fort or pleasure...’ Not only may the 
corpus be invaded in the instant case for 
the benefit of decedent’s wife, but also for 
the benefit of his mother and _ sister. 
(italics supplied) 


The next case was the Wiggin case.” The 
Tax Court said that the decedent’s will pro- 
vided: 


... that the trustees were to apply not 
only the income for his wife’s benefit dur- 
ing her life, but also “so much of the 
principal as in their judgment is necessary 
to the comfort and convenience of my wife, 
Jennie M. Wiggin, during her life.” 


According to Judge Opper’s opinion, even if 
the Ithaca Trust case and not the Merchants 
National Bank case applied, no deduction 
could be allowed on the facts. 


The Wetherill Case 


The next case in point of time, the 
Wetherill *® case was decided in favor of the 
taxpayer by the Tax Court. The facts as 
found by the Tax Court were that the de- 
cedent left his wife a life estate in a trust 
of about $99,000. The will provided that: 


. . . [the] Trustee shall also pay out of 
said principal of said trust fund for any ex- 
traordinary expenses caused by an emer- 
gency created by her injury, illness, or 
disability, provided Trustor’s said wife 
states to Trustee that she has insufficient 
funds to provide for such extraordinary 
expenses. (italics supplied) 


The income of the trust was about $3,000. 
At the time of decedent’s death the wife had 
an independent estate of about $100,000. 
Her independent income was about $5,000. 
She was about 79 years of age. The opinion 
of Judge Van Fossan stated in part: 


The question in all cases of this character 
must be answered by the precise phrase- 
ology of the trust or will. Generally 
speaking, such instruments fall into two 
classes, (1) those in which the language 
permitting the invasion of corpus is con- 
fined to the continuation of the benefi- 
ciary’s life on the same plane and according 
to the same standard of living as those 


19 Hstate of Charles H. Wiggin, 3 T. C, 464, 
promulgated March 13, 1944, reviewed by the 
full court. 


2 Estate of Horace G. Wetherill, 4 T. C. 678, 
promulgated January 3, 1945. 
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normally existing before the gift, and (2) 
those in which the donor injects some 
element of additional and enlarged enjoy- 
ment of the gift, directs invasion when 
the beneficiary “desires” that expenditures 
be made for her happiness, pleasure or 
comfort and enjoins on the trustee a 
liberal or general use of the power so 
granted. 


In cases of the first class, the amounts 
needed to provide for the care and support 
of the life beneficiary can be ascertained 
with reasonable certainty and thus such 
directions of the trustor do not defeat the 
charitable bequests. Provisions relating 
to illness, injury or incapacity, such as are 
found in the trust before us do not en- 
large or extend the nature of the pre- 
scribed expenditures but merely define 
and emphasize them. They are of the kind 
normally expected in the preservation and 
continuation of the beneficiary’s usual 
mode of living. 


In cases of the second class, the element 
of speculation is added, thus making the 
amounts spent for the life beneficiary— 
and hence the amounts ultimately dis- 
tributed to charity—impossible of calcu- 
lation with reasonable accuracy. 


The opinion held that the present case fell 
within the first class and was, therefore, de- 
ductible from the gross estate as a bequest 
to charity. 


The deCastro Case 


The final case on the subject to date is 
the deCastro case.” The decedent provided: 


. if, during the life of my wife, FANNIE 
deCASTRO, due to her illness, accident 
or other unforeseen emergency, the income 
of the two (2) trusts shall not be sufficient 
to amply provide for her needs, then and 
in that event I authorize and absolutely 
direct my Trustee to apply from the 
principal of the two (2) trusts, in equal 
proportions, such sum or sums as, in the 
sole discretion of my Trustee, will amply 





21 Bstate of Joseph F. deCastro, Tax Court 
memorandum decision, promulgated June 15, 
1945, CCH Dec. 14628 (M). 
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provide for her needs. I especially direct 
that no one shall have the right to call in 
question the propriety or the amount so 
applied for my wife. (italics supplied) 


At the time of the testator’s death his wife 
was 75 years of age. The net income of the 
two trusts was about $4,600 a year. Judge 
Smith said: 


While the conditions under which the 
corpora of the trusts here might be in- 
vaded, that is, in the event of “illness, 
accident or other unforeseen emergency,” 
were somewhat more restricted than in 
the Merchants National Bank of Boston 
case still we cannot say that they were, or 
are, so highly improbable of occurrence 
as to leave no uncertainty as to the vest- 
ing of or the amount of the charitable 
bequests. And once the way to the in- 
vasion is open it is entirely in the discre- 
tion of the trustee as to what amounts 
“will amply provide for her (the wife’s) 
needs.” Here there is no standard of 
measure of the amounts that might be 
withdrawn as in Ithaca’ Trust Co. v. 
United States, 279 U. S. 151. 


Power of Invasion Limited 


A comparison of the Wetherill and de- 
Castro instruments reveals that the power 
of invasion in the former is limited to “ill- 
ness, injury or disability,” whereas in the 
latter it embraces “illness, accident or other 
unforeseen emergency,” the latter language 
being far broader. It is, therefore, evident 


that there is no conflict between the two 
cases. 


In substance, what the Merchants National 
Bank case did was to limit the job of the 
courts under the Ithaca Trust case to those 
cases in which a standard of invasion being 
furnished the question is whether on the 
facts the amount of the charitable bequest is 
affected by “no uncertainty appreciably 
greater than the general uncertainty that 
affects human affairs.” If by the language 
of the instrument, however, there is no 
standard of invasion, then regardless of the 
factual possibility of invasion no deduction 
for a bequest to charity can be allowed. 


[The End] 
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A Review of Recent Developments and Current Trends 


Family Partnerships . . 
Under Federal Income Taxation 


By EDWARD N. POLISHER 


Mr. Polisher has written three articles previously on family partnerships which 


we published. 
rule. 


In each, the position he expressed later became the prevailing 
On September 11, 1944, the Commissioner acquiesced in several Tax Court 
cases which announced principles coinciding with Mr. Polisher’s views. 


Only 


the future will tell whether the present article presages the developments outlined. 


Yoon INCOME TAX STATUS of family 
partnerships is again the turbulent center of 
a disconcerting controversy in the Tax 
Court. The legal calm which prevailed for 
almost a year has been destroyed by a recent 
divisiveness among the judges of the Court 
which equals in vigorousness and numbers 
of dissent that which took place during the 
early part of 1944. Such a recurrent con- 
dition is to be regretted. It testifies, how- 
ever, to the vitality of the issue, and to the 
depth of the personal convictions of the 
several judges involved. 

A review of the background which led up 
to the 1944 armistice between those holding 
the sharply opposing views on family part- 
nerships should illumine the subject and 
help us to understand better the present 
division among the judges of the Tax Court. 


The current, heavy burden of federal in- 
come taxation upon corporations and indi- 
viduals alike has spurred the search among 
taxpayers for legally recognizable methods 
by which it might be reduced. Thus, in 
recent years, there has been a trend away 
from the corporate entity for carrying on 
business enterprises because the impact of 
such taxation weighed more heavily upon 
corporations. Statistics of this period indi- 
cate the tendency to use the individual or 
partnership form for conducting such ventures. 
Since the individual is the personal reporting 
unit under our system of federal income 
taxation, it was obvious, even to the un- 
imtiated, that if it were possible to divide the 
income of such a business among several 
members of a family, the total tax imposed 
would be reduced, and the income of the 
family unit would increase correspondingly. 
The legal method by which this could be 
accomplished was by the formation of a 
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partnership among members of a family, in- 
cluding wives and children, to whom specific 
interests in the business enterprise were 
transferred, usually by gift. Each trans- 
feree’s interest was then contributed towards 
the capital of the partnership created to 
carry on the business and became entitled 
to a distributive share of the profits earned 
thereafter, in accordance with the terms of 
the agreement among the partners. More 
often than not, there was no significant loss 
of control by the transferor. Such shares 
of profits were reported by each partner as 
part of his income subject to taxation under 
the Revenue Code. 


In deciding the income tax fate of these 
family partnerships, several doctrines of the 
law of federal taxation formed the perimeter 
of the legal area of decision. One is the 
recognized right of every taxpayer to adopt 
any lawful means available to him to reduce 
the burden of his taxes; Gregory v. Helvering, 
293 U. S. 465 (1935) (35-1 ustc { 9043); 
Chisholm v. Commissioner, 79 F. (2d) 14 
(35-2 ustc J 9493), cert. den. 56 S. Ct. 174 
(1935). Another is the principle, established 
by several Supreme Court decisions and 
faithfully adhered to, that the income of a 
business depending upon the past, present or 
future services of the taxpayer, will be at- 
tributed to him for federal income tax pur- 
poses, despite an attempted assignment by 
him of a part thereof. Lucas v. Earle, 281 
U. S. 111 (1930) (2 ustc J 496); Burnet v. 
Leininger, 285 U. S. 136 (1932) (3 UsTc 
7 909); Helvering v. Eubank, 311 U.S. 122 
(1940) (40-2 ustc § 9788). Still another is 
that the government is not required to 
acquiesce in the taxpayer’s election of the 
form for doing business which is most ad- 
vantageous to him. It may look at actuali- 


815 































































ties and, upon determination that the form 
employed for doing business is unreal or a 
sham, may sustain or disregard the effect of 
the fiction as best serves the purposes of 
the tax statute: Higgins v. Smith, 308 U. S. 
473 (40-1 ustc J 9160). 


When the controversy first flared in the 
spring of 1944, an anomalous condition was 
created which was unparalleled in the annals 
of American jurisprudence. Within a period 
of ten days, the Tax Court handed down six 
decisions on family partnership cases, rejecting 
them in two and recognizing them in four. 
These decisions were irreconcilable. On May 8, 
1944, came two of the Tax Court’s decisions 
rejecting the family partnerships for income 
tax purposes, from which six judges dis- 
sented in one case, and five in the other: 
Lowry, 3 TC 730 (CCH Dec. 13,905) ; Lorenz, 
3 TC 746 (CCH Dec. 13,906). Two days 
later, on May 10, 1944, three cases were de- 
cided recognizing the family partnerships 
created under substantially similar circum- 
stances. Five judges dissented in one case, 
three in the second, and two in the third: 
Scherer, 3 TC 776 (CCH Dec. 13,914); 
Johnston, Jr., 3 TC 799 (CCH Dec. 13,915); 
Zukaitis, 3 TC 814 (CCH Dec. 13,916). Still 
later, on May 18, 1944, came the Smith, Jr., 
decision, 3 TC 894 (CCH Dec. 13,930), sus- 
taining the family partnership there involved. 
Three judges dissented. 


The dissenting judges in these cases had 
been among the majority of the Tax Court in 
the first-mentioned cases which rejected the 
family partnerships. This state of affairs 
created an unsettled condition of the law 
and was not conducive of the confidence 
which must prevail in the decisions of a 
court whose opinions are to be respected. 
This incident occurred at the very time 
when the prestige of the Tax Court was 
developing under the impetus of the the Su- 
preme Court’s decision in Dobson v. Commis- 
stoner, 320 U. S. 489 (December 20, 1943). 

The Commissioner, conscious of the 
threatened damage to the tax administra- 
tive processes as a result of this confusion, 
moved to stabilize the situation. On Sep- 
tember 11, 1944, he published his acquiescences 
in Scherer, Johnston, Jr., and Zukaitis, supra, 
(IRB 1944-17-11837); and on October 11, 
1944, he acquiesced in Smith, Jr., supra (IRB 
1944-19-11853). 


The Legal Principles Behind the 
Commissioner’s Acquiescences 


These cases established the following in- 
formal “charter of principles” in respect of 
family partnerships: 
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1. Where the business is of a personal 


service type, the family partnership wil] 
not be recognized. 


2. In a mercantile and manufacturing 
business in which capital is an income- 
producing factor, the family partnership 
will be upheld even though the partner- 
ship interest is the result of a gift to the 
wife and children, provided the gift was 
bona fide and the donor did not retain 


dominion or control over the interest given 
away. 


3. The fact that the grantor acts as 
trustee and is also a partner in his indi- 
vidual capacity does not impair the bona 
fides of an otherwise completed gift. 


4. Nor does the grantor-trustee’s retained 
power of management of the business en- 
tity render the trust income taxable to him. 


5. In a family partnership between hus- 
band and wife where the latter owns a 
capital interest in the partnership, it is 
immaterial that she contributes no services. 


6. The family partnership between husband 
and wife will be respected for income tax 
purposes if it satisfies these specifications 
even though the state of which the parties 
are residents does not recognize partner- 
ships between them. 


7. The mere circumstance that the hus- 
band knew, when he gave the interest in 
the business to his wife, that she would 
permit the assets to remain in the business 
is not material if in fact there was no 
understanding between the husband and 
wife which put her under any constraint 
to use the donated property in this manner. 


8. The failure to file in an office for 
public record the evidence of the gift in 
those states where the same is required 
will not invalidate the gift. 


It was confidently expected that this ac- 
tion by the Commissioner would set a pat- 
tern of legal principles upon which taxpayers 
and their tax counsel could rely in apprais- 
ing family partnerships, and that tax con- 
troversies over such partnerships had been 
put to rest. But, alas, the hope must have 
been fathered by the wish. 


Allocation of Income 


Promptly after the Bureau abandoned its 
frontal attack on the validity of bona-fide 
family partnerships, created and carried on 
within the ambit of the “charter of principles” 
outlined above, it began a flanking move- 
ment intended to whittle down the appor- 
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tionment of profits distributable to the 
partners under the partnership agreement 
among them. Relying upon the decision of 
the Tax Court in Max German, 2 TC 474 
(1943) (CCH Dec. 13,378, acquiescence 
1943 CB 9), the Bureau launched its “alloca- 
tion of profits” approach to determine 
realistically in each bona-fide and validly 
created family partnership the extent to 
which the capital contributions and the 
services of the respective partners were pro- 
ductive of the profits earned by the enter- 
prise. This was the Bureau’s method of 
attacking tax avoidance, and in many in- 
stances flagrant tax avoidance schemes were 
uncovered. Allocation of partnerships in- 
come was then made by the Bureau for in- 
come tax purposes in accordance with this 
evaluation. 


This “allocation of income” attack upon 
family partnerships suffered a doleful fate 
at the hands of the Tax Court, which re- 
jected it: Hirsch, TC memo. op. (CCH Dec. 
14,309(M), January 3, 1945). The Com- 
missioner, however, has not acquiesced in 
this decision. In fact, he spurns it. In 
current examinations by his agents, family 
partnerships are subjected to close scrutiny 
and income analysis and the “allocation ap- 
proach” continues to be pressed with un- 
relenting vigor. 


Developments in the Circuit Courts 
of Appeal 


Some of the Tax Court cases, decided 
before tranquility was temporarily restored 
as a result of the Commissioner’s published 
acquiescences, found their way on appeal to 
the several circuit courts of appeal through- 
out the nation. A brief review of the dis- 
positions made at the circuit court level 
will shed some additional light upon the 
family partnership controversy. 


Where the Tax Court rejected a family 
partnership for income tax purposes, to 
which a minor son was admitted after a 
gift from his father, who continued to man- 
age the enterprise thereafter as he had done 
previously, the Tenth Circuit reversed and 
recognized the partnership: Armstrong, 143 
F. (2d) 700 (1944) (44-2 ustc J 9409), rev’g 
IT 1008 (1943), CCH Dec. 13,135. 


Where the Tax Court had found a fact 
that the husband’s gift to his wife of an 
interest in his business did not constitute a 
bona fide, completed gift because he did not 
divest himself of the economic incidents of 
ownership, the Sixth Circuit, relying upon 
Dobson v. Commissioner, supra, affirmed the 
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decision of the Tax Court, which had re- 
jected the partnership: Lorenz v. Commis- 
stoner, 148 F. (2d) 527, April 13, 1945 (45-1 
usTc J 9269); see also Bradshaw v. Commis- 
sioner, — F, (2d) —, (CCA-10) (45-2 uste 
{ 9376), July 19, 1945. 


The Second Circuit recently affirmed a de- 
cision of the Tax Court rejecting a family 
partnership where the wife contributed no 
capital at the time the partnership was 
formed and rendered no service except 
“good advice”. The court termed the ar- 
rangement a “sham partnership”, although 
all legal formalities in its formation were 
observed: Miller v. Commissioner, — F. (2d) 
—, (CCA-2) (45-2 ustc J 9365), July 9, 1945. 


In other decisions, several circuit courts 
recognized their restricted field of review in 
appeals taken from the decisions of the Tax 
Court, because of Dobson v. Commissioner, 
supra, and affirmed those decisions, having 
found a “rational basis” to sustain the Tax 
Court: Lusthaus v. Commissioner, 149 F. (2d) 
232, (CCA-3) (45-1 ustc J 9261), April 11, 
1945; Doll v. Commissioner, 149 F. (2d) 239, 
(CCA-8) (45-1 ustc J 9275), April 24, 1945. 


On the other hand, the Sixth Circuit con- 
cluded that the finding of the Tax Court that 
a gift of a partnership interest by a husband 
to his wife was incomplete because it was 
subject to a condition, was a reviewable 
question of law, and the validity of the 
family partnership was recognized for in- 
come tax purposes despite its rejection by 
the Tax Court: Tower v. Commissioner, 148 
F, (2d) 388, (45-1 ustc J 9246), April 2, 1945, 
rev’g 3 TC 396 (CCH Dec. 13,792). 


The results of these circuit court of ap- 
peal decisions are inconclusive and not de- 
terminative of any set of legal principles 
upon which reliance may be placed. Much 
depends upon the particular circuit court by 
whom the case is to be decided. Should it 
be one which finds compelling the mandate 
of the Supreme Court in Dobson v. Com- 
misstoner, the decision of the Tax Court will 
very likely be affirmed. If, on the other 
hand, the circuit court involved searches out 
and finds legal principles incorrectly applied 
by the Tax Court, the whole decision prob- 
ably will be re-examined. In such cases, the 
conclusions of the Tax Court will furnish 
no encumbrance to the circuit court in its 
review of the Court’s decision. As the situa- 
tion has now developed, the decisive battle 
ground largely will be in the Tax Court. 
Consequently, the recent trends of the deci- 
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sions of the Tax Court in family partnership 
cases have much pertinence. 


Recent Decisions of the Tax Court 


The trend in the more recent Tax Court 
decisions is adverse to the recognition of 
family partnerships for income tax purposes. 
Again, as in cases decided during the con- 
troversial period of 1944, the decisions 
abound in sharp and earnest dissents by 
judges of a substantial minority of the Court, 
who seem bewildered by this sudden and in- 
explicable reawakening of the family part- 
nership issue. In fairness to the sincerity of 
the judges holding opposing views, it should 
be said that the problem in any family part- 
nership case depends upon the facts and 
circumstances of each situation. Hence, 
varying opinions often are unavoidable. 


Incomplete Gift of Partnership 
Interest 


In several recent cases, the majority of 
the Tax Court resorted to its “fact finding” 
power to conclude that the gift of the part- 
nership interest was incomplete and, therefore, 
ineffective. Thus, when the donor-husband 
retained the right alone (a) to fix his com- 
pensation and (b) to prevent the sale, during 
her life, of the donee-wife’s interest in the 
partnership, and (c) the wife at death could 
not dispose of her interest by will, the same 
reverting to the husband, there being no 
reciprocal provision controlling the disposi- 
tion of the husband’s interest, the partner- 
ship was not recognized for income tax 
purposes. The transfer was construed to be 
a mere assignment to the wife of the hus- 
band’s income from the partnership. Two 
judges dissented. Munter, 5 TC —, No. 6 
(CCH Dec. 14,555), May 16, 1945. Simi- 
larly, the partnership was rejected where the 
agreement provided that the wife (a) could 
not dispose of her interest without offering 
it to the other partners, and (b) had no voice 
in management. Four judges dissented. 
Thorrez, 5 TC —, No. 8 (CCH Dec. 14,560), 
May 21, 1945. 

The Tax Court’s finding that the gift was 
incomplete should be reviewable by the cir- 
cuit courts of appeal, despite Dobson vw. 
Commissioner, supra. It is a question of law 
as well as fact: Tower v. Commissioner, 
supra; Blair v. Commissioner, 300 U. S. 5 
(38-1 ustc 7 9083); Edson v. Lucas, 40 F. 
(2d) 398 (1930). 


New Economic Interest 


The latest and most persistent contribu- 
tion to the Jegal arguments for rejecting the 
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family partnership for income tax purposes 
is to be found in the answer to the question 
of whether a new economic interest was 
created as a result of the gift of the part. 
nership interest. If not, the partnership 
should be disregarded, according to this 
contention. 


The test is applied by examining what 
effect the gift and the accompanying part- 
nership agreement had on the _ business 
which produced the income. Where the 
husband taxpayer’s economic position, eco- 
nomic activities and control over the conduct 
of the business remain exactly as before the 
gift and the formal execution of the agree- 
ment, no genuine change in the economic 
interests of the husband took place and the 
partnership will not be recognized for in- 
come tax purposes: Lusthaus v. Commis- 
stoner, 149 F. (2d) 232 (45-1 ustc § 9261) 
(CCA-3, April 11, 1945); Doll v. Commis- 
stoner, 149 F. (2d) 239 (45-1 ustc { 9275) 
(CCA-8, April 25, 1945), cert. applied for 
June 19, 1945; Grant v. Commissioner, — F. 
(2d) — (45-2 ustc J 9375) (CCA-10, July 19, 
1945); Munter, 5 TC —, No. 6 (CCH Dec. 
14,555), May 16, 1945; De Korse, 5 TC —, 
No. 11 (CCH Dec. 14,563), May 22, 1945; 
Fox, 5 TC —, No. 26 (CCH Dec. 14,596), 
June 11, 1945; Singletary, 5 TC —, No. 42 
(CCH Dec. 14,635), June 30, 1945. 


This approach traces its origin to the tax 
and economic philosophy which influenced 
the Supreme Court in its decision of Hel- 
vering v. Clifford, 309 U. S. 331 (40-1 ustc 
7 9265), 1940. There a trust created by a 
husband for the benefit of his wife for a 
term of five years, with income payable to 
her, was to terminate at the expiration of 
the term and its corpus returned to him. 
The income was held taxable to the hus- 
band. In arriving at its conclusions, the 
Court based its decision on (1) the short 
duration of the trust, (2) the fact that the wife 
was the beneficiary and (3) the retention of 
control over the corpus by the husband, as 
trustee. It concluded that when the benefits 
flowing to the husband indirectly through 
his wife are added to the legal rights he 
retained, the aggregate may be said to be a 
fair equivalent of what he previously had. 
The bundle of rights legally and equitably 
enjoyed by the family group remains the 
same for all practicable purposes. 


The extension of the Clifford doctrine to 
family partnership cases had been rejected 
by the Tax Court in the past. Justin Potter, 
47 BTA 607 (1942) (CCH Dec. 12,822); 
Scherer, 3 TC 776 (1944) (CCH Dec. 
13,914). 
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The fallaciousness of its application to 
family partnerships is evident. Where the 
husband has made a bona-fide, irrevocable 
and completed gift to his wife of an interest 
in his business, one of the indispensable 
bases for attributing the income to him falls. 
He retains no right to recover the subject 
matter of the gift, which becomes the prop- 
erty of the wife as effectively as though she 
had purchased it from a stranger. More- 
over, an absolute gift does create new eco- 
nomic and financial interests in the donee. 
The donor loses his rights of ownership in 
the donated property during his lifetime as 
well as his power to dispose of it at his 
death. It is not part of the donor’s estate: 
Rose v. Commissioner, 65 F. (2d) 616 (1933) 
(3 ustc § 1115); Blodget, 18 BTA 1050 
(1930) (CCH Dec. 5805); Moorhouse, 8 
BTA 964 (1927) (CCH Dec. 2982). 


Are we to disregard the entire concept of 
gifts in local as well as federal law in order 
to strike down family partnerships for tax 
purposes? Does the importance of the issue 
justify the confused and chaotic condition 
which the current decisions create? 


Effect of Tax Avoidance Feature 


Actually, the underlying drive in the re- 
vival of the family partnership wrangle in 
the Tax Court is the determination to strike 
them down for income tax purposes merely 
because they are tax avoidance mechanisms 
adopted by taxpayers to reduce the burden 
of their income taxation. While in the de- 
cisions, “lip service” is paid to the right of 
the taxpayers to choose any legal means to 
accomplish this objective, their attempt to 
do so by the use of family partnerships 
arouses conscious, and perhaps  subcon- 
scious, resistance from some judges of the 
Tax Court. So we find the sometime ma- 
jority of the Tax Court, intent upon rejecting 
such family partnerships, basing its deci- 
sions upon other legal deficiencies discov- 
ered in the partnership setup to justify its 
conclusions. 


Thus, family partnerships were recently 
rejected under the following circumstances: 
The gift of an interest in the business by 
the husband to his wife was found to be in- 
complete where the husband retained certain 
controls, and the disposition of the wife’s 
interest was restricted to an extent which 
two dissenting judges considered inconse- 
quential: Munter, supra; or where the sole 
factors mitigating against a complete gift 
were the husband’s right of management and 
the inability of the wife and children to sell 
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their interests: Thorrez, supra, (four judges 
dissenting); or where upon dissolution of a 
corporation, the taxpayers transferred the 
assets to a newly formed partnership com- 
posed of themselves, their wives and a minor 
son of one of the partners, the gifts were 
held not to be bona fide because of the 
management power retained: De Korse, supra, 
(six judges dissenting). Yet, on almost 
identical facts, except that the gift was of 
shares of stock shortly before the corpora- 
tion was dissolved, a majority of the Tax 
Court (some of whom were part of the 
minority. in the cases previously mentioned) 
sustained the family partnership for income 
tax purposes: Thornton, 5 TC —, No. 13 
(CCH Dec. 14,565), May 22, 1945. 


A careful examination of the recent cases 
has added only heat to the flame of the con- 
troversy, but no light to its solution. While 
legal formalities must be observed in the 
formation of such family partnerships, they 
are subordinated to the realities of the situa- 
tion. The gift of capital interest must be 
definite, irrevocable, substantial and uncon- 
ditional. Some cases demand a change in 
economic position and activities and in the 
control over and conduct of the business 
after the new partnership is formed. It all 
adds up to an unsatisfactory state of affairs 
which cries out for the restoration of order 
from the existing chaos. 


The Hope for a Solution 


Where shall we turn to find a solution? 
To the Supreme Court? The Congress? 
The circuit courts of appeal? The Treasury 
Department? Certainly not to the Tax 
Court. 


The courts do not seem to offer an answer 
to the problem which at the same time will 
be immediate and sufficiently broad in scope 
to meet the needs. As an example, action 
of the Supreme Court is now awaited 
on certiorari applied for in a, family part- 
nership, whose business consisted of selling 
shoes on a commission basis only, which 
was rejected by the Tax Court and affirmed 
by the 8th Circuit: Doll v. Commissioner, 
certiorari applied for June 19, 1945. It has 
been conceded generally that family part- 
nerships in personal service businesses should 
not be recognized for income tax purposes. 
Should the Supreme Court grant the certio- 
rari, it will be called upon to decide a narrow 
phase of the family partnerships issue about 
which there is little or no disagreement. Of 
course, it could take the opportunity to an- 
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nounce principles on the broader questions. 
But will it? And if it does, is not this type 
of “disposition by obiter dictum” unde- 
sirable? 


Mr. Eisenstein’s Analysis 


Devoting himself to this phase of the 
issue, Mr. Louis Eisenstein ably and courage- 
ously analyzed the situation in his recent 
article “Some Iconoclastic Reflections on 
Tax Administration”: 


“In the Tax Court confusion in family 
partnership cases is rampant as Judges dis- 
agree and those who agree, disagree as to 
the precise reason for agreement. Hence 
the burden has been shifted to the circuit 
courts, and we face once more an indefinite 
period of appellate uncertainty until the 
cases reach the Supreme Court, which may 
revert to its habit of refusing to consider 
vital questions at the appropriate moment. 
Even if that Court finally speaks, it may still 
leave a good deal unsaid as in the Stuart 
case, or say too much as in the Sanford case, 
so that the quest for enlightenment must 
continue. Furthermore, a sustained policy 
of litigation is naturally subject to all the 
undesirable conditioning factors of litiga- 
tion. The Government awaits the strategic 
case—the factual context which provides a 
favorable environment for its contention”: 
Harvard Law Review, April 1945, p. 476. 


Nor is the Congress better placed to 
furnish the remedy. Constitutional as well 
as political barriers, emanating largely from 
the community property states, obstruct 
progress from this direction. Under the law 
of community property, the spouses may di- 
vide community income for income tax 
purposes, since the local law in such states 
gives them each an ownership of the com- 
munity property: Poe v. Seaborn, 282 U. S. 
101 (1930) (2 ustc J 611). Despite the fact 
that such a tax discrimination exists in 
favor of taxpayers in community property 
states and against all other taxpayers, the 
Congress has never enacted legislation to 
correct it. 


The first legislative attempt to reach com- 
munity property states was made in the 
Treasury’s plan submitted to the House of 
Representatives in 1921; The most recent 
proposals were to be found in abortive 
amendments to the 1941 Revenue Act by 
the Senate Finance Committee and House 
Ways and Means Committee. 

The Senate Committee’s sponsored amend- 
ment would first tax to the earner the in- 
come of each spouse, irrespective of whether 
it is treated as community property under 
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local law, and then would tax the income 
from community property to the spouse who 
has the management and control of it under 
local law. The amendment proposed by the 
House Committee called for the compulsory 
joint return for husband and wife which 
would require that, if living together, they 
should report their income in a single joint 
return and compute the tax on the aggregate 
of such income: See Latcham, “Invasions 
of Community Property Income Tax Privi- 
leges,” Washington Law Review, January, 
1945. Nothing has come of either of these 
proposals. The political power of the Repre- 
sentatives in Congress from the community 
property states should not be underrated. 


An Effective Solution 


The most effective and prompt solution 
lies in the hands of the Treasury Department. 
At the present time, without any formal 
declaration, the Bureau recognizes a family 
partnership for federal tax purposes if the 
partnership (1) is a genuine one under state 
law, (2) is respected as between the parties 
themselves, and (3) provides for distribu- 
tion of profits in fair and reasonable pro- 
portion to the capital and services which 
each partner in fact contributes, according 
to the standards and evaluation of the 
Bureau. 


The solution through the Treasury De- 
partment would consist of the formulation of 
a comprehensive set of rules or regulations 
prescribing the conditions and circumstances 
under which family partnerships will be 
recognized for income tax purposes. The 
incidence of tax could be made to depend 
upon observance of established legal principles 
in the formation and conduct of the partner- 
ship as well as the consideration of realities 
consistent with those legal precepts. The 
legal doctrines set forth in the “Charter of 
Principles” previously referred to could con- 
stitute the basis for sustaining or rejecting 
such partnerships. If the family partnership 
formed by a contribution of capital, irre- 
spective of its source, is bona fide and 
validly created under state law with absolute 
rights vested in each partner, it should be 
recognized. In developing its regulations, 
the Treasury must be sufficiently imagina- 
tive and generous so as to formulate rules 
which the Courts and Congress will both 
respect: Paul, “The Partnership in Tax 
Avoidance”, George Washington Law Review, 
February, 1945; Eisenstein, “Some Icono- 
clastic Reflections on Tax Administration,” 
Harvard Law Review, supra. While there 
still will be “twilight areas” in which dis- 
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putes will arise, the promulgation of such 
rules will tend to narrow the issue to the 
proportions which the family partnership 
controversy deserves instead of allowing 
it to become inflated to its present discon- 
certing pseudo-importance.. 


This admonition, however, must be given. 
After the Commissioner acquiesced in Scherer, 
Zukaitis, Johnson, Jr., and Smith, Jr., supra, 
most of us had hoped that the family part- 
nership problem had been relegated to 
routine tax administration, in accordance 
with the principles announced by those de- 
cisions. While the Commissioner continued 
to press for reallocation of partnership in- 
come among the partners, where indicated, 
he had apparently given up the idea of con- 
testing the validity of such partnerships, 
per se, where they were genuine and the 
legal formalities of their creation had been 
observed. How, then, does it come about 


that so many family partnership cases 
reached the Tax Court for decision after 
the Commissioner’s acquiescences of Sep- 
tember, 1944? Why were these cases not 
disposed of by settlement and withdrawn 
from the consideration of the Court? Why 
was the issue joined in so many of those 
cases on the “validity of the family partner- 
ship” for income tax purposes and the at- 
tack based upon alleged legal deficiencies 
which should not have been pressed if the 
principles established by the cases acquiesced 
in had been applied? 


If we are to have the family partnership 
controversy resolved lastingly, we must 
establish the legal principles and promul- 
gate the regulations with the earnest inten- 
tion that they shall govern such situations 
which come fairly within their scope. 


[The End] 


Edward N. Polisher is a member of the Philadelphia Bar; author 
of Estate Planning and Estate Tax Saving; lecturer at the 1943- 
1944 Institute of Federal Taxation, New York University; and 
special lecturer on Estate, Gift and Inheritance Taxes, Dickinson 


Law School. 





Tax Court Examination Postponed. 


The annual examination of applicants for admission to practice before the 
Tax Court, originally scheduled to be held on the second Wednesday in Septem- 
ber, 1945, has been postponed until April 10, 1946, the second Wednesday in 


April. 


The change has been made in compliance with the urgent request of the 


Director of Defense Transportation that civilian travel be curtailed to an absolute 


minimum during the remainder of this year. 


The Court was also influenced by 


the increased difficulties of obtaining hotel accommodations in Washington. 
Believing that a number of the applicants will be busy during February and March 
preparing income-tax returns, it has decided to hold the postponed examination 
at its offices in Washington on April 10, 1946. 


Family Partnerships 







































































































































































































































































































































in the Field of Taxation 


“To Lay and Collect 


Taxes on Incomes. . .” 


. 


Taxable Income by Roswell Magill. Re- 
vised Edition. The Ronald Press Com- 
pany, New York. 491 pages. Price $6.00. 

Since 1913 and the Sixteenth Amendment, 
we of the United States are income- 
taxpayers by virtue of the power conferred 
upon Congress “to lay and collect taxes on 
incomes, from whatever source derived.” 
Plain and simple language this seems on 
the surface, and even the Supreme Court 
did not foresee the clouds of interpretation 
which would descend upon the concept of 
taxable income. The Court’s early attitude 
was that the problem was one to be reason- 
ably solved on the basis of an approved 
definition. In more recent years, however, 
its view has come to be, in the words of 
Mr. Justice Holmes, that “We see nothing 
to be gained by the discussion of judicial 
definitions.” Many income-tax cases, it is 
true, may be best decided by recognizing 
their resemblance to precedents rather than 
by applying a generalized definition. Yet 
many other cases, particularly those coming 
to the Supreme Court, present unique situa- 
tions and must be decided by reference to 
fairly well-defined premises, whether they 
be expressed or merely in the minds of the 
judges. In his book Taxable Income, Colum- 
bia’s Professor Magill has sought out these 
premises by a careful analysis of the fed- 
eral decisions and legislation relating to 
the concept of income and limited to the 
field of taxation. Although the book was 
originally published in 1936, the importance 
of its subject matter and the excellence of 
the treatment seem amply to justify a review 
of the revised edition. 

The study cannot be called a textbook. 
Perhaps “an historical and critical analysis” 


is the best classification. The clear and 
lively style of writing, careful organization, 
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full annotations, table of cases and index 
are all in keeping with the general merit 
of the analysis. The author’s primary aim 
is to give the reader, especially the taxman, 
a fundamental philosophy as to the law of 
the income tax. No man today can know and 
understand the entire aggregation of tax 
decisions, but with an understanding of prin- 
ciples and basic trends, he may hope to 
follow intelligently the daily growth of the 
law. 


The Doctrine of Realization.—Although 
the Supreme Court has shunned a definition 
of income to fit all cases, disclaiming any 
intention of entering “into the refinements 
of lexicographers or economists,” it has 
nonetheless given recognizable form to what 
it considers the fundamental characteristics 
of taxable income. It early insisted that 
income be “realized,” and in Helvering v. 
Griffiths (1943) it maintained the integrity 
of this doctrine of realization which it had 
established in Eisner v. Macomber (1920) and 
its successor cases. In the first part of his 
study Professor Magill shows the develop- 
ment by the courts and later by the legisla- 
ture of the legal ideas of realization. The 
problem he describes as one exclusively of 
the time at which it is convenient or de- 
sirable to compute a tax on a particular 
item. “A net accretion to one’s economic 
worth does not constitute income; the 
Court in Etsner v. Macomber emphasized 
with spirited italics that the gain must be 
separated from the income-producing in- 
vestment, and must ‘come in.’ The Court 
recognized in the Macomber case, however, 
and held explicitly in Peabody v. Eisner that 
the gain need not be realized in money, but 
income might also arise from the receipt 
of property having an exchangeable value. 
The Court a year later, in the Phellis case, 
took a long step in holding that a dividend 
is taxable income, even though the tax- 
payer’s net worth has not increased at all 
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in the taxable period.” So Professor Magill 
summarizes the first steps in the formula- 
tion of the doctrine. With full case detail, 
he follows the history of the doctrine into 
the 1930’s and 1940’s, when it became well 
established that the concept of income em- 
braces a flow of benefits much less tangible 
than money or property having an exchange- 
able value. He analyzes, first, decisions 
involving corporate distributions and then 
decisions regarding the realization of income 
from sales, exchanges and purchases. Since 
the judicial rules as to realization were not 
easy for even the specialist to understand, 
the layman was naturally confused. Many 
a man felt he was being asked to pay an 
income tax when the transaction in ques- 
tion had yielded no money with which to 
pay the tax. In addition and more impor- 
tant, the judicial rules necessitated new 
valuations of property at the time of each 
exchange or reorganization, and hence were 
a bother both to taxpayers and the tax ad- 
ministration. Consequently, twenty years 
years ago the Treasury moved for a stat- 
utory modification of the judicial rules to 
postpone the realization of income from cer- 
tain described exchanges and reorganiza- 
tions. Professor Magill relates the history 
of these modifications and makes an analysis 
of the Congressional concept of the realiza- 
tion of income. His conclusions are, in brief, 
the following: 

“Il, In the first place, Congress has 
eliminated the immediate taxation of gain 
(or the deduction of loss) on many ex- 
changes of property for property of like kind, 
but has expressly authorized such taxation in 
the cases of exchanges of ‘stock-in-trade or 
other property held primarily for sale’; of 
‘stocks, bonds, notes, choses in action, cer- 
tificates of trust or beneficial interest, or 
other securities or evidences of indebted- 
ness or interest.’ 


“2. Congress has also expressly per- 


mitted the tax-free transfer of property by 
cne or more persons to a corporation in 
exchange for proportionate amounts of its 
stock. Such a transfer might otherwise con- 
stitute a taxable transaction. 


“3. Such an exchange as took place in 
Marr v, U. S., and was there held taxable, 
could today be consummated without the 
recognition of gain or loss. . . . [The Marr 
case held in substance that the gain upon 
the exchange by the shareholder of shares 
in General Motors of Delaware for shares 
in General Motars of New Jersey was real- 
ized when the exchange was made. ] 

“4. Finally, the exchange and basis pro- 
visions have two important results: (a) to 


Books for the Taxman 


postpone the determination and recognition 
oi gain or loss, in the cases of the designated 
exchanges, from the time the exchange is 
made, until the time when the securities or 
property are disposed of; and (b) to impose 
upon the transferee a possible liability for 
the tax upon any appreciation which may 
have accrued in the hands of the transferor, 
prior to the transfer.” 


What Is Income? Having described in 
Part I of his book how the courts added 
the requirement of realization to economists’ 
definitions of income as a net accretion to 
economic worth, in Part II Professor Magill 
considers some “benefits” which have been 
the subject of discussion under the income 
tax law. His discussion centers about the 
cases involving the question of what is in- 
come for purposes of taxation. Subjected 
to analysis are money and property, dis- 
charge of obligations, the element of control, 
gross income or net income, compensatory 
payments, gifts and bequests. From impor- 
tant and numerous decisions the author de- 
rives and presents the following outline of 
what he calls the “outer boundaries” of the 
word “income” as used in the Sixteenth 
Amendment: 


“The income of an individual consists of 
(1) his total gross receipts during the period 
(other than gifts, bequests and devises), 
after subtracting its cost from the proceeds 
of any sale or other disposition of stock- 
in-trade or an investment, plus (2) any in- 
crease in his economic worth resulting from 
the discharge of his obligations. 


“1. Income so determined is considered 
to belong to the person who earned it, or 
who owned or controlled the investment 
which produced it. 


“2. The gross receipts of an individual 
include: (1) any item of money; and (2) 
any interests in property, having a money 
value, and differing in kind or in extent 
from those previously held by the recipient, 
which he has aetually received, which he 
may obtain upon demand, or which have 
accrued during the period according to a 
recognized method of accounting employed 
in keeping his books. 

“3. Obligations for this purpose include 
not only one’s debts, but recognized obliga- 
tions to support and maintain one’s family.” 


It is interesting to note that Professor 
Magill has not changed his outline-definition 
from its form in the 1936 edition. Evolu- 
tion of even a concept is a slow process, yet 
it is obvious that variations have occurred 
and will occur Within the basic pattern. It 
is the author himself who points out that 
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the true value of his study lies—not in his 
conclusions as such—but in the detailed 
analysis and integration of the decisions and 
legislation. His statements, based as they 
are on the individual philosophies of a long 
procession of justices, cannot be absolute. 
For each clear case there are many doubt- 
ful cases. Professor Magill pictures the 
concept of taxable income as a dynamic one, 
changing gradually as conditions change, 
expanding under the impact of legislative 
fiat. To quote the much-quoted Justice 
Holmes’ classic statement, “a word [and he 
was construing the word “income’’] is not 
a crystal, transparent and unchanged, it is 
the skin of a living thought and may vary 
greatly in color and content according to 
the circumstances and the time in which it 
is used.” 


Of Spccial Interest 


Administering Partnership Interests by 
William Horace Sinclair. Parker & Com- 
pany, Los Angeles. 41 pages. Price $3.00. 


You cannot eat your cake and have it 
too. So the ancient proverb goes, and Mr. 
Sinclair has found it a healthy reminder even 
in the realm of partnership interests. It 
seems that surviving partners and the 
widow of the deceased partner are not in- 
frequently persuaded to ignore partnership, 
probate and other laws and to continue their 
operations outside the law, in many in- 
stances not realizing that when one parts 
with the ownership of property (the cake 
in this case), one loses the rights and at- 
tributes of its ownership. If a partner as- 
signed and dispossessed himself during his 
own lifetime of his “interest in the partner- 
ship,” then after his death there is no such 
interest to by-pass his estate, or to be con- 
veyed to his wife or others. This and 
other misconceptions as to what is or is not 
legal in administering partnership interests 
are the subjects of Mr. Sinclair’s booklet. 
The taxman will be especially interested 
in the discussion of options to purchase. 
Co-partners and interested parties are 
warned against the feasibility at present of 
providing by agreements for options to pur- 
chase after a co-partner’s death, the part- 
nership interest of such a deceased partner. 
The author explains that he gives this ad- 
monition in recognition of existing judicial 
interpretations relating to the tax effects 
on such subject matter in a decedent’s es- 
tate, when covered by an option to purchase, 
as distinguished from the tax effects on the 
same subject matter in his estate when cov- 
ered by a binding agreement to purchase 
such an interest. 
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Louisiana’s “Little Legislature”. A Study 
of the Board of Liquidation of the State Debt, 
1870-1945. Research Monograph No. 1, 
Published by the Bureau of Governmental 
Research, Inc., 226 Carondelet Street. New 


Orleans 12, Louisiana. 45 pages. Price 
$1.00. 


Long noted for its excursions into the 
region of the unexpected, Louisiana adds 
another amazing chapter to the annals of 
modern American state government in the 
story of the Louisiana Board of Liquidation 
of the State Debt. Created as a debt 
liquidation agency during the Reconstruc- 
tion period, it has completely reversed its 
original purpose. In this pamphlet issued 
by the Bureau of Governmental Research, 
students of public affairs, and especially 
those interested in executive fiscal controls, 
will find an absorbing treatment of the extra- 
ordinary powers acquired by the Louisiana 
Board between 1870 and the present. 


New York State Franchise Tax on Business 
Corporations. New York University 1945 
Conference. Fallon Law Book Company, 
New York City; Matthew Bender & Com- 
pany, Inc.. New York City. 285 pages. 
Price $4.50. 


New York’s new franchise tax law on 
business corporations is of great impor- 
tance to all corporations doing business in 
the Empire State. To acquaint taxpayers 
with the many changes, the New York 
University invited a dozen or more experts 
in the field of state taxation to discuss the 
new law with all who were interested, and 
the papers delivered are now made available 
in book form. Among the speakers were 
Leo Mattersdorf, a member of the Gov- 
ernor’s Tax Advisory Group, who discussed 
the new method of allocation of income in 
the preparation of a franchise tax return 
for corporations doing business both within 
and without New York; Benjamin Harrow, 
Professor of Law and Taxation at St. John’s 
University and also a member of the Gov- 
ernor’s Tax Advisory Group, who com- 
pared the New York state and federal 
income tax laws; and Rollin Browne, Com- 
missioner of Taxation and Finance and 
President of the State Tax Commission, 
whose discussion of state-federal tax coor- 
dination is reprinted on page 825 of this 
issue of TAxEs. The new Franchise Tax 
Law and Regulations appear at the back of 
the book for ready reference. In view of the 
distinguished speakers and the practical nature 
of the suggestions they offer, the book should 
prove of inestimable value to tax prac- 
titioners. : 
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From a recent New York University symposium. See book review on page 824 herein. 


Let’s Coordinate Our Tax Systems 


By ROLLIN BROWNE 


Former Commissioner of Taxation, State of New York 


HE NEW YORK LEGISLATURE 

recently rejected, for the second time, a 
resolution calling for a constitutional limita- 
tion on Federal income and _ inheritance 
taxes. But the fact that seventeen states 
have adopted such resolutions is proof of the 
growing concern over the expansion of Fed- 
eral taxation. 


The national government has long had 
supreme power in almost every field of taxa- 
tion. The danger is that this power is now 
being used to such an extent as to threaten 
the financial, and therefore the political, 
independence of the states and their local 
communities. 


Our Federal system, which divides power 
and responsibility between the states and 
the national government, and _ protects 
fundamental private rights against both, is 
the most perfect form of government ever 
devised for the preservation of local self- 
government and individual liberty. 


No government can survive unless it has 
the sovereign and independent power to 
raise adequate revenues to support its func- 
tions. Therefore, if we want to preserve 
local control and responsibility over local 
affairs, we must protect the taxing powers 
of the states against undue encroachment 
by Washington. 

This is not the time to institute vast and 
sweeping reforms in our tax system. While 
we are at war, the national government must 
tax, and tax, and keep on taxing, no matter 
whom or how much it hurts. Our fighting 
men cannot wait for the tools of war while 
we debate theories of taxation. 


But when victory has been won and peace 
restored, no problem will be of greater 
importance to our people than a complete 
overhauling of our national and State tax 
policies. That will give us a golden op- 


Let’s Coordinate Our Tax Systems 


portunity to break the strangle-hold of Fed- 
eral domination which threatens to destroy 
our American way of life; and also to re- 
lieve our economy of the crushing burden 
of conflicting, overlapping, multiple taxation. 


Let me tell you, briefly, a few of the 
things that have thrown our tax system out 
of balance: 


The national government has imposed 
more and more taxes of a purely local na- 
ture, which are in every way suitable for 
local administration, and which ought to be 
left to State and local governments. It has 
piled a gasoline tax and an automobile use 
tax on top of similar State levies. Further 
examples are taxes on admissions and amuse- 
ments and on transfers of stock, and a num- 
ber of other excise taxes. 


The national government has almost com- 
pletely monopolized the field of inheritance 
taxation. For a while, the Federal tax was 
arranged so that the states could get 80% 
of this revenue, but for some years now the 
states’ share has been reduced to about 11%. 


The national government has deprived 
State and local governments of large rev- 
enues by acquiring real property and creat- 
ing corporations to carry on various business 
enterprises, which are exempt from taxation. 


On the other hand, the states are not free 
from blame, either. 


Many states impose personal income 
taxes. As a result, after paying his Federal 
income tax, a man may have to pay a State 
income tax to the State where he lives, and 
even another one to the State where his 
income is earned. 


The states also impose multiple taxes on 
some kinds of property, especially stocks 
and bonds, trust funds and decedents’ 
estates. 
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Confusion and duplication may also be 
found in State corporation and other busi- 
ness taxes. Tax barriers to trade have been 
raised; some kinds of interstate commerce 
have been overburdened, while others have 
escaped their fair share of taxation. The 
states have made great progress toward the 
elimination of these inequities, by the adop- 
tion of uniform laws and other interstate 
arrangements, but much remains to be done. 


A real solution of these problems can be 
found only in what the experts call co- 
ordination. We must have a consistent 
over-all Federal-State tax system, into 
which all our taxes will fit, without over- 
lapping and without gaps. 


Separate Fields of Taxes 


Our Federal system of government can- 
not be preserved unless this coordinated 
system of taxation is built upon a proper 
division or separation of the various fields 
of taxation, assigning some to each level 
of government. 


Therefore, the chief aims of 
program of coordination must be: 


(1) To distribute the total burden of 
taxation more fairly among the different 
groups or classes of taxpayers, and to put an 


end to conflicting and overlapping multiple 
taxation. 


(2) To make available to each level of 
government—national and State—adequate 
separate sources of revenue, free from en- 
croachment, interference and dictation by 
the other. 


such a 





In the division of fields of taxation, due 
regard must be given to efficiency and 
economy of administration. At the same 
time, every State must have access to forms 
and methods of taxation which are suitable 
to its own economy, but no State should 
be permitted to erect trade barriers or dis- 


criminate against or unduly burden inter- 
state commerce. 


Let me give you a few illustrations: 
The individual income tax is the chief 
source of revenue of the national govern- 
ment, and such a tax can best be admin- 
istered on a nation-wide basis. In imposing 
income taxes, the states are seriously hamp- 
ered by the geographic limits of their juris- 
diction. Moreover, an income tax is 
complicated and hard to compute. There- 
fore, State income taxes, which are imposed 
at low rates, are not an efficient method 
of raising small amounts of revenue from 
large numbers of people. Also, there are 
bound to be some overlapping and duplica- 
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tion in State income taxes; the states would 
have difficulty in eliminating such defects 
completely by interstate cooperation. Finally, 
the states are able to impose income taxes 
only by the grace of the national govern- 
ment—only because the Federal law per- 
mits the deduction of State taxes in com- 
puting the Federal tax. Otherwise, State 
income taxes could not be piled on top of 
the high Federal tax. But the deduction of 
State taxes could be repealed by Congress 
at any time, and therefore the states do not 
have a really independent power to impose 
individual income taxes. 


For all these reasons, I believe that in a 
long-range program of coordination, the 
states ought to repeal their individual income 
taxes, and leave that field of taxation en- 
tirely to the national government. 


If that were done, and if the Federal 
corporate income tax were repealed, as Mr. 
Ruml has suggested, we should have a fully 
coordinated Federal-State system of income 
taxation. 


On the other hand, the national govern- 
ment ought to abandon the gasoline tax and 
the automobile use tax, leaving all motor 
vehicle taxes to the states. And it ought to 
let the states have the entire revenue, or 
certainly a much larger share of the rev- 
enue, from the inheritance tax, which is a 
relatively unimportant source of Federal 
revenue. 

If the national government would also 
leave to the states all purely local taxes, 
such as the admissions and entertainment 
taxes, that, together with the other con- 
cessions I have suggested, would enable 
practically every income tax State to make 
up the loss it would suffer from the repeal 
of its income tax. 


Taxing Interstate Business 


In order to help the states put an end 
tc overlapping multiple taxation, Congress 
ought to enact legislation confirming and 
making certain the power of the states to 
impose fair, non-discriminatory taxes on 
interstate commerce. Interstate business 
which finds its markets in any State should 
share with local business in that State the 
cost of State and local government. 


The states and their local communities 
should be permitted to tax Federal agencies 
and property not used for purely govern- 
mental purposes, to the same extent as 
private business and private property are 
taxed. 

On the other hand, the constitutional 
exemption of State and municipal bond in- 
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defects terest from Federal income taxation should Whenever we face a difficult problem, 
Finally, be abolished. But this should be done by a__ there are some who offer a quick and easy 
> taxes constitutional amendment which would pre- solution. Such people urge that the way 
Overn- serve the exempt status of outstanding to coordinate taxes is to have the national 
W per- issues and protect the borrowing power of government impose and collect all taxes and 
1 com- State and local governments from Federal then turn part of the revenues over to the 

State control. states and local communities. I cannot think 
top of Federal-State tax coordination will not be of any quicker or easier way to destroy our 
'10n of attained without a struggle. : It will require American form of government and establish 
ngress full agreement between all of the forty-eight 5, this country a central government of un- 


do not states, as well as the help and cooperation 

mpose of the national government. But the bene- 
fits to be derived make it well worth while 

it ina to undertake the job. [The End] 
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limited power. Above all, let’s not do that! 
Let’s not kill the patient, to cure the fever. 
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LOANS FOR LAWYER-VETERANS 


deral 





The serviceman who wants to return to his law practice will be encouraged 
also by recent action of the bar associations in New York and California. A fund of 
aX€S, fifteen thousand dollars will be provided by a subcommittee of the New York 
ohare City Bar Association to be used for lawyers returning from military service. In 
‘able addition, it is reported that large numbers of lawyer-veterans have found positions 
nake through the placement office of the association, and every effort is being made to 


‘peal increase the list of available jobs. 


In California the State Bar has unanimously approved a resolution that active 
members of the association voluntarily assess themselves fifteen dollars or more 
each year for two years to provide a fund from which loans can be made to 
returned lawyer-veteran members. Such loans will be repaid without interest in 
amounts to be fixed by the board of governors of the State Bar. 


The Chicago Bar Association also has taken steps to make it easier for its 
members now in the service to return to the practice of law. Refresher courses 
will be given to acquaint them with legal developments during their absence, and a 
placement committee is busy finding jobs and referring likely candidates to them. 
But the Chicago Bar Association has not yet gone as far as the California State 
Bar or the New York City Bar Association, although the Chicago Bar Record 
has already put in an urgent plea for the creation of a loan fund. All in all, it 
looks as though the lawyer-veteran need not fear that he is forgotten. 
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I. T. 3711 are analyzed in this article. 





TAXPAYER, who managed numerous 

pieces of real estate for income-produc- 
ing purposes, through an agent, sold several 
parcels after holding them more than six 
months. The questions presented were, first, 
whether the resulting loss was deductible 
in full and, second, whether it could be 
carried over as a net operating loss, as 
defined in section 122 (a) I. R. C. 













As to the first question, the Treasury 
Department recognized that the regular and 
continuous management of numerous pieces 
of real property, even though it was car- 
ried on through agents, amounted to a 
business. The real estate used in this busi- 
ness, therefore, was not a capital asset under 
section 117 (a) I. R. C., and the loss on 
the sale of some of these properties was an 
ordinary loss. 









On this point the ruling relies on the case 
of John Fackler v. Commissioner, 133 F. (2d) 
509, Circuit Court of Appeals, 6th Circuit, 
1943, affirming 45 BTA 708, 1941. It is also 
in accord with two recent decisions: Estate 
of Sam Weingart, Dkt. 2367, CCH Dec. 
13733(M), 1944, and John McNeil Burns, 
Dkt. 2623, CCH Dec. 14375(M), 1945. Both 
these cases were decided after the 1942 Act 
retroactively introduced into the Code, sec- 
tion 23 (1) (2), allowing depreciation also, 
for property held for the production of 
income. Formerly it was allowed only 
on property used in the trade or business. 
Thus, it can no longer be said that the allow- 
ance of depreciation of itself is tantamount 
to recognizing that a property is business 
property. The conclusion that the activity 
of a taxpayer is more than the managing 
of an investment, and amounts to a busi- 
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He holds the 


ness, must rest upon facts as to the nature 
and extent of the activity carried on. 


As to the second question, the ruling 
denied that this loss could be included in 
computing a net operating loss; serious 
doubts have arisen as to this holding. 


There are two provisions in section 122, 
I. R. C., with which we are concerned in 
answering the question as to how a net 
operating loss is to be computed. Sub- 
section (d) (4) provides that capital losses 
shall not exceed the amount includible on 
account of capital gains. Subsection (d) 
(5) is as follows: 


“Deductions otherwise allowed by law not 
attributable to the operation of a trade or 
business regularly carried on by the tax- 
payer shall (in the case of a taxpayer other 
than a corporation) be allowed only to the 
extent of the amount of the gross income 
not derived from such trade or business.” 

Referring to the latter provision, the 
above-cited ruling, I. T. 3711, says: 


“The basis for this conclusion is that, 
although it is determined that the property 
upon the sale of which the loss was sus- 
tained was used in A’s business of managing 
and operating income-producing real estate, 
the loss from the sale thereof is ‘not at- 
tributable to the operation of a trade or 
business regularly carried on by the tax- 
payer’ within the purview of section 122 (d) 
(5) of the Code, supra, since she was not 
a regular trader or dealer in real estate. In 
other words, as supported by the facts here 
presented, the only business regularly car- 
ried on by A was managing and operating 
her income-producing real estate and not 
trading or dealing in real estate; the prop- 
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erty was held primarily for use, rather than 
jor sale, in her business; and the loss did 
not arise or result from the operation of 
such business but upon the disposition of 
assets used therein. (See Louise C. Slack 
stal., Executors, v. Commissioner, 35 B. T. A. 
m1 {CCH Dec. 9551]; Burrows McNeir v. 
Commissioner, 30 B. T. A. 418 [CCH Dec. 
9514]; Estate of Hetty H. R. Green v. Com- 
missioner, 27 B. T. A. 1195 [CCH Dec. 
08]; G. D. Anderson v. United States, 48 
Fed. (2d) 201 [2 ustc 703]; Fridolin Pabst 
v, Lucas, 36 Fed. (2d) 614 [1930 CCH 
¢9035], certiorari denied, 281 U. S. 741; cf. 
§ Rose Lloyd v. Commissioner, 32 B. T. A. 
987 [CCH Dec. 9007], acquiescence, C. B. 
XIV-2, 13 (1935).)” 


Reason’s Summarized 


The main reasons may be summarized as 
follows: 


(1) The taxpayer was not a regular 
trader or dealer since the properties were 
not held primarily for sale. 


(2) The loss did not arise from operat- 
ing the renting business, which was carried 
on regularly. 


(3) The loss arose from the disposition 
ofan asset used in this renting business. 


3efore discussing the resulting problems, 
itseems advisable to recall the provisions of 
the Code as to capital assets. 


Under the Internal Revenue Code as it 
has stood since 1942, every property held 
over six months’ is a capital asset if it 
does not come under one of the following 
exceptions: ? 


1, Stock in trade or property includible 
in the inventory. 


2. Assets held primarily for sale to 


customers in the ordinary course of the 
trade or business.* 


3. “Property, used in the trade or busi- 
ness, of a character which is subject to the 


‘The requirement as to time (now six months) 
will not be mentioned here or later. It will 
always be assumed that a capital asset has been 
held for the time required; an asset held for 
a shorter time is treated in all respects as a 
non-capital asset if sold; see, for instance, Rob- 
ert C. Duff, 23 BTA 1343, at 1352. 

*The figure of this enumeration will not be 
found in the Internal Revenue Code. We will 
refer later to exception 1, etc. 

*Exception 2 was amended by the 1934 Act. 
The words “‘ordinary’’ and ‘‘to customers’’ were 
added to make the meaning of exception 2 
clearer, as we interpret it below, namely, to 
indicate a selling business, 
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allowance for depreciation provided in sec. 


23 (1).” 
4. Certain obligations. 


‘ 
5. “Real property used in the trade or 
business of the taxpayer.” 


Until 1938 the Internal Revenue Code 
contained merely exceptions 1 and 2, so that 
land and buildings, unless they were held 
by a trader or dealer, were capital assets. 
By introducing exception 3, the Revenue 
Act of 1938 made buildings non-capital 
assets while the character of land as a 
capital asset remained unchanged. Mainly 
to eliminate the cumbersome computations 
necessary in allocating a part of the selling 
price to the capital gain when land was sold 
together with buildings, the Revenue Act 
of 1942 introduced exception 5 making real 
property a non-capital asset when used in 
the trade or business of the taxpayer. 


While real property is a business asset 
under exception 2, the sale of which re- 
sults in ordinary gain or loss, real estate 
under exception 5 is subject to the applica- 
tion of section 117 (j), I. R. C., making a 
gain on the sale taxable only as a capital 
gain,‘ but recognizing the loss as an ordi- 
nary one. 


This new exception 5 embraces the follow- 
ing groups: 


(A) Real property which is permanently 
devoted to the carrying on of a trade or 
business, for instance, the taxpayer’s factory 
built on his land. 


(B) Real property used in the business 
of producing rental income. 


The Basis for the Ruling 


The main authority for the ruling is Louise 
C. Slack et al., Executors, 35 BTA 271, 1937. 
An owner of several parcels of real estate, 
acquired to obtain rentals therefrom, man- 
aged these properties himself, and derived 
substantially all of his income therefrom; 
when the rents of a property decreased, he 
attempted to sell it and to invest his money 
in another property, but he was not en- 
gaged in buying and selling real estate as a 
business. The question in this case was 
whether he should be allowed to carry over 
a loss on the sale of one of these prop- 
erties suffered in 1929 to the years 1930 and 
1931. The Board of Tax Appeals denied 
the carry-over, and also held that the prop- 
erties were capital assets. 

4In order to simplify the matter, the different 
computations, as outlined in this section, are 
not considered here or later. 
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The Revenue Act of 1928 contained only 
the first two exceptions as to the definition 
of capital asset, as enumerated above. 


Holding of Properties for Rental 


The Board of Tax Appeals found that the 
taxpayer held the properties for rental pur- 
poses, and not for selling, and that he could 
not prove he had placed the property in 
the hands of real estate agents many months 
before, as he alleged. The Board of Tax 
Appeals said: 


“In denying the carry-over of the ordinary 
loss on the sale of the real estate, it is not 
enough that property be held pri- 
marily for sale. It must be held for sale 
in the course of the taxpayer’s trade or 
business. Phipps v. Commissioner, 54 Fed. 
(2d) 469. In the instant case it may be 
said that the decedent was engaged in the 
business of owning and renting real estate, 
and when a piece of property was no longer 
valuable for that purpose it was disposed 
of, but the facts do not show that the dece- 
dent was engaged in buying and selling real 
estate as a business and we have found as a 
fact that he was not so engaged. The prop- 
erty sold to Sears, Roebuck & Co. was a 
capital asset and the loss sustained there- 
from was a capital loss, and, since the dece- 
dent realized no capital gains in the year 
of the sale, the loss in question may not be 
included in computing his net loss for 1929.” 


The other cases cited by I. T. 3711 discuss 
the circumstances under which a number of 
transactions are to be regarded as a busi- 
ness regularly carried on, and are not of 
interest here, except the case of S. Rose 
Lloyd v. Commissioner, 32 BTA 887, 1935, 
Acq. Here again the Board of Tax Appeals 
makes a distinction between buying and 
selling and trading in real estate, on the one 
hand, and renting real estate and collecting 
rentals, on the other hand. The taxpayer 
had sold in small parcels over a long period 
of years, a million and a half dollars’ worth 
of real estate. The Board of Tax Appeals 
found on the facts that she was regularly 
engaged in two businesses, in the selling 
as well as in the renting of real estate. It 
further found that all real estate was held 
by her primarily for sale, and therefore 
recognized her loss as an ordinary loss, 
which could be carried forward. We can 
ignore this case for the present since we 
are not concerned with a taxpayer who 
holds out every piece of his property for 
sale. 
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The principal inquiry for the Bo:: ' of 
Tax Appeals in these cases was, the e: 
Did the taxpayer sell an asset which lu .eld 
in his trade or business primarily for sale, 
or, in other words, was he engaged in a 
selling business in which he sold an asset 
from those assets held primarily for sale? 
An occasional sale was not excluded, but 
only one made in the course of a business: 
a business holding assets primarily for sale } * 
is a selling business. Hence, a loss on the § 12!" 
sale of books is deductible in full by a | 4: 


Ordin: 


In a 
V Act, 51 


the sal 

bookstore, but the sale of books used by Fg 
. . . ( 

a rental library is not covered by this pro- 1042 

vision (see footnote 5), since a bookstore tum 3 

is a selling business but a rental library is ] 7.x 

not. the la 

denie 

Questions Before the Board the la 

: : Th 

There were, then, these questions which of 1! 


the Board of Tax Appeals had to consider: 


Was there a selling business? Did the sale 








° s reas¢ 
relate to an asset held primarily for sale (to pow 
customers) (see footnote 3) in the ordinary | | th 
course of this business? If the answer to | “"- 
these questions was yes, the loss was an thar 
ordinary one, and to ascertain whether it In 
could be applied to a different year, the third Rea 
question was: Was the business regularly thet 
carried on? or 

We find the same situation also in a recent “ae 


decision, Wineman Realty Company, CCH 
Dec. 13,074(M), 1943. The Tax Court had 
to answer the question of whether a prop- 
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erty was held primarily for sale to customers to 
in the ordinary course of the taxpayer's op 
ag 

5 Depreciable business assets were removed 
from the definition of capital assets by the Rev- Ce 
enue Act of 1938; the 1942 Act introduced the D 
special treatment of gains resulting from their fi 
sale. ; 
¢ The cases are distinguishable in that in the : 
Slack case the selling activity did not amount e 
to a business, but in the Lloyd case it did. t 
Hence the real estate in the first case was 4 ' 


capital asset, in the second case a non-capital 
asset. The capital gain in the first case could 
not be carried forward under section 122 (d) (+), 
the ordinary loss in the second case was not 
embraced by section 122 (d) (5), and could be 
carried forward. 
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trade or business. It found that it was 
held for sale, but not in a selling business 
as in twenty years only three other prop- 
aties had been sold. Hence, the property 
aja Capital asset. This solution is in ac- 
cord with the Slack case. 


Trodgh this case was decided under the 
Rey me Act of 1938, which made depre- 
cable property used in the business a non- 
capi si asset (exception 3), the change in 
the? 4v introduced by this Act did not come 
i. Slay, for the asset in question was non- 
prui4€tive property, which was sold to a 
buyer who wanted to have a store built 
on it. 


Ordinary Loss 


In a recent case decided under the 1938 
Act, 512 West 56th Street Corp. v. Commis- 
sioner, Dkt. 2949, CCH Dec. 14,335(M), 
1945, the Tax Court recognized the loss on 
the sale of a building used in the business 
of renting as an ordinary loss; since the 
1942 Act extending this provision (excep- 
tion 3) to land was not yet applicable, the 
Tax Court examined the question of whether 
the land was covered by exception 2, and 
denied this so that the loss on the sale of 
the land was a capital loss. 


The change of the law by the Acts 
and 1942 is a fundamental one. 
Before this change was made, there was no 
reason why the Board of Tax Appeals 
should have approached these cases differ- 
ently. No questions were to be asked other 
than the three we have enumerated above. 
In finding in the cases of Slack, Wineman 
Realty Co. and in the last-cited case that 
there was no selling business, the Board 
of Tax Appeals had done everything which 
it had to do. It found that the assets were 
not embraced by exception 2; hence they 
were capital assets, and pursuant to sec. 
22 (d) (4) the resulting capital losses were 
to be excluded in the computation of the net 
operating loss; they could be offset only 
against capital gains. 


Under the amended law, however, the 
court, after having given the solution to the 
problem of exception 2, has to open a second 
inquiry, under exception 5,.on which the 
above cases have no bearing at all. Under 
exception 5 the new questions are: Was 
the real property used in this business? If 
the answer is yes, the court has to ascertain 
whether this ordinary loss could be applied 
to a different year and has to ask: Was 
there a business regularly carried on? Was 
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the loss attributable to the operation of this 
trade or business? 


It is prerequisite to our discussion that 
the first and the second questions be an- 
swered in the affirmative, as under the facts 
underlying I. T. 3711. We are concerned 
only with that situation where the manag- 
ing of the real properties amounts to a 
business regularly carried on, and where 
the properties were used therein for more 
than six months prior to the sale. Thus 
the third question only is to be considered. 


As early as 1923 it was held under the 
Revenue Act of 1918 in I. T. 1803, CB II-2, 
36 that a loss resulting from a fire, the 
origin of which has never been learned, was 
to be included in the net operating loss, 
since it resulted from the operation of a 
business regularly carried on. 


“To hold that this section does not allow 
the inclusion of such an item would be to 
give an unduly refined construction to the 
language employed. As stated above, the 
word ‘resulting’ has no narrow meaning. 
It must be taken to mean simply that the 
annual net loss must arise from the business 
rather than from private transactions and that 
it must arise from ‘the operation of any 
business regularly carried on by the tax- 

*” [Italics added. ] 


payer. 

The same result was arrived at in O. D. 
367 (CB 2, 58) as to floods. S. R. 1509 
(CB III-2, 44), cited besides these rulings 
I. T. 1986 (CB-III, 167), as follows: 


“The principles to be deduced from these 
rulings are: (1) Any loss suffered by a 
taxpayer engaged in a business which is not 
the result of the sale of capital assets is 
capable of producing a net loss within the 
meaning of the Revenue Act of 1918, or, 
in other words, a net loss ‘resulting from 
the operation of a business’, is nothing more 
or less than a net loss suffered while operat- 
ing a business and due to any Ccattse other 
than the sale of capital assets.” [Italics 
added. ] 


“Resulting” Replaced 
by “Attributable” 


It is true that the wording of the Revenue 
Act has since been slightly changed; in the 
phrase “resulting from the operation of a 
business regularly carried on’, the word 
“resulting” has been replaced by “attribut- 
able.” However, this does not impair the 
persuasive force of these rulings. On the 
contrary, the new wording is more com- 
prehensive, and strengthens the argument 
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developed by the rulings. A loss suffered by 
a business from floods or fire is much better 
comprised by the expression “attributable” 
than by the word “resulting.” 


Sec. 214 of the Revenue Act of 1918 con- 
tains the same separated enumeration of 
losses as is now found in sec. 23 (e), I. R. C., 
namely, those incurred: 


(1) in trade or business; or 


(2) in any transaction entered into for 
profit; or 


(3) from fire or other casualty. 


Principle of Casualty 
Losses Applicable 


The broad principle stated by the above 
rulings for casualty losses of a business is 
applicable, with still greater force, to any 
other loss or deduction. Pursuant to sec. 
122 (a), I. R. C., the net operating loss 
of a business is to be computed by deduct- 
ing all items which (under sec. 23, I. R. C.) 
are allowed as deductions from the gross 
income. Thus, under the last-cited section, 
all ordinary and necessary expenses, as 
traveling expenses, or interest (subsection 
(b)), or every loss of this business (sub- 
section (e)), are deductible. If these and 
other deductions have been paid or incurred, 
as the case may be, while the business was 
operated regularly, each of them will go 
to make up a net operating loss, however, 
irregular the deduction may be. It is the 
regularity in the conduct of the business 
which this section requires, and not the 
regularity of the single deduction. This 
need not be elaborated. No decision could 
be found where this proposition was even 
auestioned. 


The sale of depreciable business assets is 
only one of the many cases under this rule. 
It follows that a bookstore which has no 
more use for some parts of its old book- 
shelves suffers an ordinary loss attributable 
to the business of selling books when the 
shelves are sold at a loss; a renting library, 
which sells part of the books formerly used 
for renting, suffers an ordinary loss at- 
tributable to the business of renting books; 
a manufacturing business suffers an ordi- 
nary loss on the sale of a piece of ma- 
chinery, attributable to the business of 
manufacturing. In each of these examples 
the sale of a depreciable business asset is 
attributable to the operation of the business 
of selling books, renting books, manufactur- 
ing. Hence, if each of these businesses has 
been carried on regularly, it matters not 
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The disposition of depreciable assets useq 
in a business forms only a part, an element, 
of this business. The loss on the sale of 
these assets is a loss suffered while operat- 
ing the business, and affords a deduction 
which can be used in computing the net 
operating loss, always provided that the 
business itself has been carried on regularly, 















































If this is true under exception 3 for every 
depreciable business asset, why should a 
different rule apply under exception 5 for 
the sale of real estate used in the business? 
We have indicated above that exception 5 
includes not only the real estate of a factory 



































j had ceas 
(group A), but also the real estate used in Bf iccated. 
the business of renting (group B). The net U.S. 17! 
operating loss of a factory contains the loss 
on the sale of a piece of machinery as well 

as the loss on the sale of the buildings used The R 
in this business. This is our group A. It iii 
is not questionable that the result cannot be | 
different for group B. In both these groups =" on 
real estate is used in the business. Income hk i 
is produced by the machines and the real J). . Ce 
property to which they are affixed just the a a 
same as by the buildings which are rented ae 
for income-producing purposes. o , 
An asset used in a business and subject ff sles o! 
to depreciation comes under exception 3, § in the 
and real estate used in the business of rent- § the sell 
ing properties comes under exception 5. In ¢ 
Hence, if the business itself is carried on J ioq4 a 
regularly, such loss is not to be excluded hee tat 
from the net operating loss in both the cases. J her 
The disposition of depreciable business § 1. 
assets is an element of and attributable to Jy... 
the operation of the business; isolated sales ane 
of some pieces of property are, likewise, an Bp once 
element of and attributable to the business § .), ;, 
of renting properties. asset. 
Sink 
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A good example for our proposition can 
be found in the timber cases. In Carroll v. 
Commissioner, 70 (F. (2d) 806, 1934, CCA-5, 
a partnership manufacturing and selling 
lumber at wholesale sold some timber. The 
court affirmed in this point a decision of 
the Board of Tax Appeals, which held that 
the gain derived by the taxpayer was a 
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capital gain under the Revenue Acts of 1924 ig 

and 1926, since the timber was not held cn th 
primarily for sale in the course of the tax- wine 

payer’s business. The court said at p. 809: § is 4), 

“The business in which the partnership § subs 

was engaged was that of manufacturing TI 

lumber and selling it at wholesale. Its was 
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timber land or standing timber came within 
each of the above quoted definitions, and 
jid not come within any exceptions, stated 
in either of those definitions. It was not 
, part of the business of the partnership 
to buy and sell or trade in timber land 
or standing timber. The timber land or 
sanding timber was not included in its 
sock in trade, would not properly be in- 
duded in its inventory if on hand at the 
close of a taxable year, and was not held 
by it primarily for sale in the course of its 
trade or business. The timber was part of 
the partnership’s capital assets, as much 
so as one of its sawmills which might 
advantageously be disposed of because it 
had ceased to be profitable or conveniently 
located. Doyle v. Mitchell Brothers Co., 247 
U.S. 179, 187, 38 S. Ct. 467, 62 L. Ed. 1054.” 


The Robinson and Camp Mfg. Cases 


Before discussing this case, two other 
cases must be mentioned. In U. S. v. Robin- 
son, 129 F. (2d) 297, 1942, the Circuit Court 
of Appeals, 5th Circuit, affirming the Dis- 
trict Court of Texas, S. D., 41-2 ustc J 9532, 
said, in a similar situation, that the sales 
of timber were “single and isolated sales in 
bulk, and not successive and continuous 
sales of property held for sale to customers 
in the ordinary course of the business of 
the seller.” 

In Camp Manufaciuring Co., 3 TC 467, 
1944, Acq., CCH Dec. 13,802, a company in 
the lumber business occasionally sold some 
timber; the court found that such sales were 
not made in the ordinary course of this lum- 
ber business, and that the company was not 
engaged in the business of selling timber; 
hence the timber was not held primarily for 
sale in the timber business and was a capital 
asset. 

Since the Carroll case was decided, the 
new provisions have been enacted and have 
changed the picture of this case as they 
did in the Slack case. The sale of the saw- 
mill, which is now property used in the 
business of the taxpayer, of a character 
which is subject to depreciation, would be 
covered by section 117 (j), I. R. C., and 
would result in either capital gain or in 
ordinary loss (see footnote 4). The same 
result would ensue both from the sale of 
the timber land, as it is real property used 
in the business, and, pursuant to the cited 
section, also from the sale of the timber 
if the taxpayer exercises the election under 
subsection (k). 

The court says, under the old Act: “It 
was not a part of the business of the part- 
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nership to sell . Standing timber.” It 
makes ‘this statement, however, exclusively 
in order to ascertain whether this asset was 
“held primarily for sale in the course of the 
business”, or in other words, to find out 
whether there was a selling business. There 
being no such business, the timber was a 
capital asset, and the capital loss could be 
offset only against capital gains, but not 
carried over [sec. 122 (d) (4), I. R. C.]. 
This settles the problem for capital assets; 
outside of the problem, whether an asset 
was a capital asset or not, any application 
of this proposition to the question of 
whether a loss is attributable to a business 
regularly carried on can yield only wrong 
results. 


If under the new Act we follow the prin- 
ciple of I. T. 3711, we should have to say: 
“This taxpayer was regularly engaged in 
the business of manufacturing and selling 
lumber, but he was not regularly engaged 
in the business of selling timber. The loss 
did not occur in any business of selling tim- 
ber because no such business was regularly 
carried on, and, therefore, it cannot be used 
to constitute a net operating loss.” 


Manufacturer of Unfinished 
Furniture 


The fallacy of this argument. may be 
demonstrated by the example of another 
manufacturer selling an unfinished product. 
If an automobile manufacturer, whose 
regular business is the sale of finished 
automobiles, occasionally sells raw material 
or parts, suffering a loss thereon, no doubt 
woud arise about the character of this loss. 
Both these assets are includible in an in- 
ventory and are, therefore, embraced by 
exception 1 to the definition of capital assets 
so that ordinary loss ensues, which can also 
be carried back and over because it is “at- 
tributable to the operation of a business 
regularly carried on,” namely the manufac- 
turing of automobiles. There is no separate 
selling business where depreciable business 
assets are sold, or where any other busi- 
ness assets not held primarily for sale are 
alienated. There is no new business, ir- 
regularly carried on, but merely a conse- 
quence of the primary business itself, 
whether these business assets or capital 
assets are sold. Since 1938 the loss on the 
sale of a building regularly used in the 
business of renting has been an ordinary 
loss capable of being carried back and over; 
since 1942 the resulting gain has been a 
capital gain. The purpose of adding, in 
sec. 117(a)(1), real estate used in the busi- 
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ness as a new exception from the definition 
of capital assets was the extending of the 
treatment provided for business buildings to 
business land in order to treat both alike.’ 


If the loss on the sale of business build- 
ings were no longer allowed to be carried 
back and over, the object which Congress 
had in mind would be defeated; instead of 
treating business land like business build- 
ings and as non-capital assets, we should 
treat business buildings like non-business 
land and as capital assets. 


The Business of Renting and Selling 


So far we have only considered the case 
of a taxpayer who is merely in the business 
of managing income-producing property, 
and who may desire to sell one or the other 
piece, like the owner of a factory, who may 
desire to sell parts of his income-producing 
properties (machinery, etc.). Such inci- 
dents are a regular feature of business, as 
well as of investment. There are many 
different reasons why a man holding stocks 
or bonds may feel it necessary to sell some 
of them. Similar reasons may induce a 
nian to sell a piece of property or to ex- 
change it for another; the part of the town 
where it is located may change its char- 
acter from a residential section to a manu- 
facturing district, a railroad may be built 
in front of the building making the neigh- 
borhood noisy, etc. 


We have now to turn, however, to those 
owners who are in both the business of 
renting as well as that of selling. The 
allocation of a sale to one or the other 
business must then be made. In the case 
of a man who, besides manufacturing and 
selling textile products, is also in the busi- 
ness of buying and selling new or used 
textile machinery, the border line between 
the business of producing textile ware and 
dealing in textile machinery is easily to be 
drawn; only machinery used in the manu- 
facturing business belongs to the textile 
business, whereas all other machinery 
belongs to the dealing business. But while 
it is easy to find out which machines were 
used for manufacturing, and which were 
assets in the selling business, it is more 
difficult to make such a differentiation as to 
real estate. The simple characteristic of use 
is of no avail since real estate has to be 
“used”, namely managed, whether the pur- 


pose is to keep it for renting, or to resell 
it quickly. 





™ Senate Committee Report No. 1631, 77th Con- 
gress, 2nd Session, p. 119. 
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The Lloyd case, cited above, is an example 
of a situation where the taxpayer did not 
separate those properties which he man- 
aged for income-producing purposes from 
those which he bought and quickly resold, 
so that the Board of Tax Appeals found 
that he held every piece he owned primarily 
for sale. Where, however, a certain num- 
ber of properties is held over a long period 
of time, whereas other pieces are bought 
and, within a short time, resold, it will 
usually be easy to draw the border line 
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between the managing of real property and * “i 
the selling of real property. Occasional § 
sales in the managing or renting business 
will remain ordinary incidents of this busi- Judge 
ness irrespective of whether still another } 
business of selling real property is carried Soot 
on regularly or irregularly. Hand : 
Liquidation of Investment aa 
uperv 
A few words are still to be added about =a 
a related problem. As under the 1942 Act, § of the 
gain on the sale of real estate is taxed only per cet 
as capital gain provided the property is not t alto 
sold by a dealer, the question of whether ; : 
the real estate was used in the business, or Of i 
was an investment, is of consequence only § sion Vv 
if a loss ensues. In the latter case, the sale § of con 
of real estate held as an investment will ° Ric 
bring about capital loss, but the sale of real § ¢ca-o, 
estate used in the business will yield ordi- 1131. 
nary loss. The same applies in case of § BTA‘ 
liquidation. However, even the liquidation a h 





of an investment may result in ordinary loss 
where more is done than merely selling the 


properties in the condition in which they 
are. 
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An example of a case where the border 
line between investment and business was 
drawn in favor of the taxpayer under the 
cld law is the following case. At that time 
the solution of this question was still impor- 
tant for the computation of gain as well 
as of loss. 


In Phipps v. Commissioner, 54 F. (2d) 469, 
CCA-2, 1931, reversing on this point 19 
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8In the case of Leonhard Felix Fuld v. Com- 
missioner, 139 F. (2d) 465, affirming 44 BTA 
1268, the securities held by the taxpayer were 
divided into two groups, those held as an in- 
vestment and those held primarily for sale. In 
like manner the Tax Court in the case of Alez- 
ander Weil v. Commissioner, Dkts. 1449-1454. 
CCH Dec. 13,973, 1944, distinguished a part of 
the real properties which was subdivided and 
held primarily for sale, from that part which 
was held merely as an investment though some 
sales occurred also in the latter part but with- 
out subdividing; a quite similar case with the 
same conclusion is: J. O, Chapman v. Commis- 
sioner, Dkts. 541, 542, 1366, 1367, CCH Dec. 
14,005. 
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BTA 1923, 1930, the sellers had improved 
about 70 lots, years ago, and whenever a 
fvorable offer was made by local agents 
and forwarded to them, it was accepted. 
The court found that the sales were not 
frequent enough to give the sellers the voca- 
tion of real estate dealers, though they had 
purchased the real estate with the hope of 
profitable sale at some future time. The 
court said that they were investors, and 
they remained investors, since they were 
not continuously engaged in the develop- 
ment and sale of, or dealing in, land. 


Judge Hand’s Interpretation 


The key for the understanding of this 
decision is the last paragraph where Judge 
Hand says: 


“It cannot be held that the taxpayers’ 
supervision of their own investments was a 
“trade’ or ‘business’, for such a construction 
of the statute providing for a tax of 12% 
per centum on capital net gain would defeat 
it altogether.” 


Of interest to us is that part of the deci- 
sion where the court stresses the necessity 
of continuity as an essential feature of busi- 


* Richards v. Commissioner, 81 F. (2d) 369, 
CCA-9, 1936 [36-1 vustc { 9092], affg. 30 BTA 
1131. Florence H. Ehrman v. Commissioner, 41 
BTA 652, 1940 [CCH Dec. 11,040]; 120 F. (2d) 
607, CCA-9, 1941 [41-2 ustc { 9537], cert. den. 
314 U. S. 668. Gruver v. Commissioner, 142 
F. (2d) 363, CCA-4, 1944 [44-1 ustc J 9293], affg. 
1TC 1204. Brown v. Commissioner, 143 F. (2d) 
468, CCA-5, 1944 [44-2 ustc { 9376], affg. TC 
Memo. Dkt. 108926 [CCH Dec. 13,463(M)]. Welch 
v. Solomon, 99 F. (2d) 41, CCA-9, 1938 [38-2 
ustc § 9500]. Snell v. Commissioner, 97 F, (2d) 
891, CCA-5, 1938 [38-2 ustc { 9417], affg. BTA 
Memo. Dkt. 105208, Dec. 9509-C. Commissioner 


ness. It is further important that in this 
case the liquidation of about 17% of an 
original investment of about $444,000 in 
1924 was held not to amount to carrying 
on a business because of lack of con- 
tinuity. 


Other cases have stressed the same prin- 
ciple that every activity has to be regarded 
as a new business if it is carried on “with 
purpose, system, and continuity.” (Snell v. 
Commissioner, see below.) Though the 
evaluation of the factual situation seems 
to vary sometimes, the principle is adhered 
tc consistently. Subdividing, laying out 
streets, and then selling numerous lots, will 
bring the seller into that business, whether 
he held the properties until then only as 
an investment or whether he was in the 
business of managing income-producing 
property; such activity by the taxpayer will 
justify its qualification as a business.® This 
holds true even when the seller merely 
wanted to liquidate his properties, but had 
to resort to this additional activity in order 
to avoid a loss, or to obtain prices which 
were considerably higher than those obtain- 
able by immediate selling. The purpose 
of liquidating has no bearing on the 
question. [The End] 


v. Boeing, 106 F. (2d) 305, CCA-9, 1939, [39-2 
ustc J 9682], reversing 37 BTA 178, 1938. James 
Lewis Caldwell McFaddin v. Commissioner, 2 
TC 395, 1943 [CCH Dec. 13,356]. Oliver v. Com- 
missioner, 138 F, (2d) 910 [43-2 ustc { 9641], 
affg. TC Memo. Dkt. 110237 [CCH Dec. 
13,198(M)]. Neils Schulte et ux., 44 BTA 146, 
1941 [CCH Dec, 11,754], affd. CCA-9, 1941. W. N. 
Foster et ux., T. C. Memo. Dkts. 110779, 110780, 
1943 [CCH Dec. 13,425(M)], Compare U. S. wv. 
Robinson, above, and Pope v. Commissioner, 77 
F. (2d) 599, CCA-6, 1935 [35-2 ustc { 9379], re- 
versing 28 BTA 1255. 


No Tax on Prize Winners 


The American Bar Association each year offers a substantial prize for the win- 


ning essay on some selected subject. This prize money is paid from the income 


on a $100,000 beauest to the Bar for that purpose. The winners have wondered 


whether they would have to pay an income tax on this prize, or at least a gift tax. 


A recent ruling holds no. No tax of any kind will be assessed the winner. 
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| SALES TAXES AND OTHER EXCISES—Continued from page 777 f 


——— 






The Special Assistant Attorney General 
for the Iowa State Tax Commission, Jens 
Grothe, made the following comment on the 
situation.” 


state shipment and there is certainly ap 
abundance of authority that this cannot 
be accomplished constitutionally. If the 
state of origin can constitutionally im. 
pose a sales tax upon the transaction oj 
sale occurring in that state I am abidingly 
convinced that the state of the receiving 
purchaser could not constitutionally im. 
pose a use tax upon the use of such prop- 
erty. This, I believe would violate the 
commerce clause of the constitution.”® 


[The End] 


interesting paper which became 





















“T ... want to raise the question that 
it is not beyond the realm of probability 
that the Supreme Court of the United 
States, if it ever has occasion to pass on 
the question, may hold that the state of 
origin cannot constitutionally levy a sales 
tax upon the purchase price of goods 
sold to a foreign purchaser when title 
passes (as it usually does) upon delivery 
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to the carrier. This, I think, would be gvallable after, this, one was prepared. sell The S 
an attempt to impose a tax upon an inter- of the States with Respect to Taxation of Com-@ ~11-.. 
merce,’’ Proceedings, National Tax Association, Oldtime 
2? Letter to the authors, August 17, 1944. Vol. 37, pp. 240-259. tions. 
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Under the United States Housing Act The position of limited dividend cor- 
of 1937 and coordinating legislation of porations, whose projects are undertaken “Tu 
the states, municipalities may either con- for profit, is less clear than that of toat 
| tribute the difference between the rent charitable ventures aided by loans and the K 
charged by housing authorities and the grants under the United States Housing compu 
rent that would have to be charged to Act. But it does not follow that they other 
make such housing projects self-sustain- cannot be given tax immunity.—Judge practi 
ing, or may make them through tax Julius H. Miner, Circuit Court, Illinois, “Ww 
exemptions. Illinois Law Review for March. ants,” 
Tax immunity, if it exists at all, is A housing authority which provides good 
dependent upon the provisions of a con- low-rent housing facilities to low-income “y, 
stitution or a statute enacted in conformity groups and receives grants from the fed- “ie 
therewith. In three cases, all from the eral government to make up the deficit “Ren 
Supreme Court of Ohio, it has been held between the rents received and the cost be 
that the properties of local housing au- of operation is a public charity and its si 
thorities are not exempt from local prop- property is exempt from taxation because 
erty taxation. With these exceptions, the it is used exclusively for charitable pur- “S 
courts have uniformly sustained tax ex- poses. The income received from the conti 
| emptions. The Columbus case, 140 Ohio property does not change its nature, and scale 
| St. 38,42 N. E. (2d) 437 (1942), reveals the payments in lieu of taxes, since they it dis 
| the pertinent facts surrounding the op- are not a tax, are not required to be a “y 
| erations of such projects generally. reasonable equivalent of the tax which + @ 
| The Supreme Court has recently held would be assessed if the property were Phi 
| that Federal Housing Authority projects not exempt.—Springfield Housing Au- -¢ 
| are immune from local taxation as fed- thority v. Overaker et al. a. 
| erally owned property (City of Cleveland 
| wv. U. S., 64 Sup. Ct. 1158 (1944)). — 
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By Bert V. Tornborgh, CPA 


The Shoptalkers: “When we talked of 
the tax set-up in Sweden last time,” began 
Oldtimer, “nothing was said about exemp- 
tions. What’s the score on that point?” 


“There are family exemptions about the 
same as we have here,” replied the Kid, 
“but less in amount, and with an extra com- 
plication. The exemptions are geared to the 
local cost of living.” 


“A neat trick if it works,” approved Philo. 
“Makes very good sense, in fact, but it looks 
impractical to me.” 


“T understand the Swedes live a lot closer 
to a national-living cost index,” answered 
the Kid. “That index figure enters into 
computation of payrolls, taxes and various 
other matters. I.don’t think it could find 
practical application here.” 


“Would make more work for account- 
ants,” reasoned Philo. “Ergo, it must be a 
good thing. . . .” 


“You don’t want to get work that way, 
and you know it,” interrupted Oldtimer. 
“Remember, when you say things like that 
for the record, some one might take you 
seriously.” 


“Single persons get special treatment,” 
continued the Kid. ‘They have a sliding- 
scale exemption up to a certain point. There 
it disappears!” 


“Tn other words, if you make any dough, 
it doesn’t pay to stay single,” interpreted 
Philo. “That’s being pretty blunt about it, 
in the tax law.” 


“That seems to be the general idea,” 
conceded the Kid. “Taxation to encourage 
Marriages.” 


“I can picture the hesitant and unwilling 
swain setting out to look for a spouse,” 
mused Oldtimer, “with a fresh tax bill in 


Talking Shop 


his pocket to nudge him along. Obviously 
women vote in Sweden.” 


“Obviously,” agreed Philo. 


“The real estate tax is interesting,” con- 
tinued the Kid. “Property is assessed every 
five years at ‘true value’, and 5% of it 
(sometimes 4%) is taxed as if it were 
income. That figure may then be deducted 
from the actual income, if any, and the dif- 
ference is part of your gross. That way a 
minimum is assured, even in poor years, 
such as from crop failures and so forth.” 


“That approach ought to interest our real 
estate people,” observed Philo. ‘They have 
been réoting for an income base of taxing 
property to replace the arbitrary ad valorem 
system we still use. Beyond the rooting 
nothing much has happened. Here’s a 
specific pattern for them, in actual operation.” 


“Suppose a man owns his own house,” 
suggested Oldtimer. 


“He pays tax on the basis of a theoretical 
income,” answered the Kid, “similar to what 
he would have paid if he had rented the 
property. Very simple.” 


“You mentioned a 20% withholding tax 
on dividends last time,” Oldtimer pointed 
out. “Does that apply to U. S. residents 
getting dividends from Sweden?” 


“No,” explained the Kid, “in that case the 
withholding is only 10%. The two countries 
entered into a reciprocal tax convention a 
couple of years ago.” 


“How are farmers taxed?” asked Philo. 


“About the same as everyone else, on 
about the same basis as here,” replied the 
Kid, “with one important exception: they 
may claim a deduction (corresponding to 
our section 23) for live-stock and farm- 
equipment additions to the extent ‘necessary 


837 











to maintain productive capacity’. That gives “There’s an interesting special deduction,” 
the farmer working capital from the tax continued the Kid, “for the excess price that 
collector, in effect. Our farmers have to put may have been paid in acquiring assets due 














up their own chips, of course.” te war conditions. The difference between ¥ 
“What about medical-expense deduc- the war-cost and the pre-war cost is in the 
tions?” inquired Philo. nature of a section 23 deduction.” 
ies? ott the Mid We coe the “What about reserves in general?” jp. 
progressive ones on that point.’ And no wre Philo. a 
contributions. Charity deductions are out.” Well, we touched on the special funded 
“How do the charities get by?” asked reserve for price fluctuation, replied the 
Philo , Kid. “Depreciation and other valuable re- 


serves are treated the same as here. The 
Swedes are pretty lenient on ‘hidden re- 
serves’, however, particularly for corpora- 
tions. They are sanctioned, and taxed only 
if and when paid out.” 

“Bad accounting,” opined Philo. “Hidden 
reserves are just not according to Hoy), 
or they wouldn’t have to be hidden.” 


confessed the “No argument there,” said the Kid. 
Kid. “I’m merely reporting to you that 






“Darn if I know,” retorted the Kid, “It’s 
a cinch they would not get much in the way 
of tax-paid contributions. Maybe they are 
state supported. Maybe they don’t have 
any—no need for them.” 






“Are you talking Sweden now, or 
Utopia?” inquired Philo. 


“T don’t know the answer,’ 




























2 ng | “While we are on the general topic,” ob- The 
medical expenses and contributions are not served Oldtimer, “I see that a commercial § the for 
deductible in Viking-land, nor are club dues. air route has been established between U. S, § in Pot 
But neither are clubs taxed on dues col- and Sweden, and is already running weekly § cial ac 
lected.” trips. That brings me to a question: how § law of 
“I suppose the general run of ‘ordinary are air lines taxed? They may touch at a § world 
and necessary’ business expenses are defined lot of different jurisdictions in the normal § walls. 
about as we have them,” ventured Old- course of operations. Are they taxed in § the pl 
timer. each? If so, on what basis?” the U 
“Very similar,” concurred the Kid. “As “The July issue of TAxes—The Tax this : 

I think I mentioned last time, they have Magazine touched on that in a digest on _ 
more latitude on depreciation, however, A Vessels in interstate commerce, and personal = 
taxpayer more or less picks his own rates, PtOPerty taxes,” answered Philo. “The same J ™PO 
so long as they conform reasonably to sound basic principle applies, of Bhss-clesih It dis- § sone 
business precepts. Of course, once he CUSSeS briefly the case of N orthwest Airlines <A 
selects them, he has to stick by them on a_ 7: Minnesota, to date the leading Supreme ~— 
consietent basis.” — pong on sa ee , Cc 
sited ‘a , ' i : meant to peruse that case,” saic - ’ 
rn, 2 age sn ae timer, “but didn’t have the CCH Minne- ee 
— Ww. pat saiaie toe dine portend sota State Tax Reporter at hand. Suppose unp! 
d : eC tadigg Slt satet tied ra ‘ati » we all look into that topic a bit and discuss lide 
— a oe: Te that at our next session—taxation of air- of-t 
“Yes, that’s a sensible approach,” agreed borne commerce. That is, if you fellows nats 
Oldtimer. think the airplane is here to stay.” y 
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“The State has no resources of its own. It can only spend what it takes from the = 
people in taxes or borrowing. . . . The nation can have the services it is prepared Deas 

to pay for. Where all benefit, all will have to contribute. The revenue is not ‘pe 

created by waving a magic wand. It is drawn from the fruits of the nation’s 

industry, agriculture and commerce. It is won by work and paid in taxes.”— de 
Winston Churchill. ty 

te 


September, 1945 @ TAX ES—The Tax Magazine 


1Ction,” 
ice that 
ets due 
etween 
in the 


funded 
ed the 
ble re- 

The 
en re- 
Tpora- 
d only 


lidden 
Hoyl, 


rlines 
reme 
‘ 
Old- 
nne- 
pose 
cuss 
air- 
lows 


WASHINGTON 


The President: Neither the builders nor 
the former residents of the imperial palace 
in Potsdam ever imagined that the last offi- 
cial act necessary to put into effect a tax 
law of the most democratic country in the 
world would take place within its imposing 
walls. Granted they might have considered 
the pleasure of their issuing a decree taxing 
the United States for their own benefit, but 
this and other dreams, like Houdini’s ghost, 
failed to materialize. The President of the 
United States took time off from the other 
imposing and weighty duties which occa- 
sioned his being in Potsdam, on July 31, to 
sign the Tax Adjustment Act of 1945. 
(August TAXxEs) 


Congress: Probably to sound out their 
constituents on reconversion problems, both 
houses took a vacation only to have the 
unpredictable Jap sue for peace and thereby 
bring reconversion and other mounting end- 
of-the-war problems to the top of the legis- 
lative pile. 

Very likely the first of the many measures 
to come before the returning Congressmen 
will be the bills by Mr. Doughton and Mr. 
Kilgore for the payment of unemployment 
insurance benefits. These bills provide that 
the Treasury shall make payments to the 
states, entering into contracts for the pur- 
pose, which can be used by the state to 
bring the unemployment benefits payable 
under their respective laws up to a maxi- 
mum weekly benefit amount of $25 for a 


‘period of twenty-six weeks. 


A few days after he assumed the Presi- 
dency, President Truman recommended this 
type of legislation to cushion the shock of 
termination of war contracts. The war pro- 
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gram has required the spending of some 
$80 billion a year, which was reduced, ac- 
cording to the Survey of Current Business, 
some 17% for the first quarter of the year. 
This was due to a change in munitions 
requirements as we shifted our war resources 
from the European theatre of operations to 
the Japanese. The taking of Okinawa and 
Iwo Jima meant a curtailment of a substan- 
tial part of the super-bomber program, as 
it was then possible to use fleets of shorter- 
range aircraft. 


Opponents to this legislation, and to one 
other bill, which is before the Congress, 
for the broadening of the social security 
system, have stated that when the economy 
of the nation is trying to right itself for the 
long pull through the reconversion period is no 
time to saddle the nation with additional debt 
for such purposes. This latter bill provides 
for a tax of 6 to 8%.on the employer to 
finance the broadened program and provide 
for the system of medical benefits and 
health insurance. 


The unemployment benefits bills by Mr. 
Doughton and Mr. Kilgore will draw their 
funds from the Treasury rather than from 
new taxes, but this will mean, of course, 
that this expenditure must be provided for 
out of current tax revenues. 


Business Optimistic: Indicative of the 
desire of business to crash the postwar 
civilian markets and the impetus given by 
the new tax law are the registrations of 
securities before the Securities and Exchange 
Commission, which have risen to the highest 
in the last few months since 1937. Nearly 
all of the $1,144 million registrations con- 
sisted of new securities. 


The Treasury: Twenty-two million happy 
individuals will have an average of $45 extra 
to jingle after September 15, according to 
Secretary Vinson. He announced recently 
that refunds of income taxes in connection 
with excessive withholding during the year 
1944 were being stepped up with a view to 
completing the work of mailing refund 
checks to all eligible individuals a month 
earlier than originally contemplated. Re- 
fund checks are now being issued at the rate 
of 1,600,000 per week. A total of over 10 
million checks was issued prior to July 1. 
Literally, this unit of the Treasury depart- 
ment is working day and night. These 
checks range from a low of a few cents to 
a high of several thousand dollars, the aver- 
age being about $45. 


Hedgerow Country: The National Asso- 
ciation of Manufacturers, according to Mr. 
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H. E. Humphreys, Jr., Chairman of the 
Taxation Committee of that organization, is 
pleased with the new tax bill. “This new tax 
measure is a step in the right direction but 
it is only a step. . . .” Mr. Humphreys 
suggested that Congress immediately con- 
sider a program to reduce individual and 
corporation taxes by $3 billion—$1.8 billion 
relief for the individual and $1.3 billion for 
the corporations. 


Senator Walter F. George, Chairman of 
the Senate Finance Committee, predicted, in 
a recent press conference, a reduction of 
$18 to $27 billion in the first year after the 
defeat of Japan. Senator George’s predic- 
tion would promise a greatef reduction for 
the corporation than the individual. And 
here is where we get into the hedgerow 
country—postwar tax law drafters will have 
to settle the question of whether it will be 
more advantageous to our economy to give 
the individual a greater amount of tax relief 
than the corporation and thus increase his 
purchasing power or to grant business the 
greater reduction, thereby theoretically, at 
least, permitting the manufacture of a 
greater amount of needed consumer goods 
and the sustaining of a high level of em- 
ployment. Congressmen 
may return from their va- 
cation with some very fixed 
ideas on these points. 


Amortization Adjust- 
ment: By the Tax Adjust- 
ment Act of 1945, the last 
day on which applications 
for tentative amortization 
adjustment may be filed, 
for non-necessary facilities 
covered by a pre-July 31 
election to take the short- 
ened amortization period, 


is October 29, 1945. 


Tax Dollars Surrender 
Too: With totals swelled 
in the closing months by 
the Treasury’s intensified 
drive against tax evaders, 
additional taxes and pen- 
alties recommended for 
assessment by the Bureau 
of Internal Revenue dur- 
ing the 1945 fiscal year 
reached a record total of 
$885,000,000. Of this 
amount, $700,000,000 was 
based on delinquencies in 
income and excess profits 
taxes, and the remainder 
consisted of excise and 


Elmer L. Irey ... 


other miscellaneous taxes. 


Millions of additional dollars were being 
paid into the Bureau by taxpayers, who, 
prompted by publicity given the campaign 
against evasion, are anxious to square their 
accounts by voluntary disclosures. 


Treasury officials have estimated that the 
record 1945 potential recovery of revenue 
will be topped substantially in the present 
fiscal year as results of the recently insti- 
tuted drive are felt through recruitment and 
assignment of 10,000 additional personnel, 


Elmer L. Irey, Coordinator of Law En- 
forcement Agencies, in a review of the fiscal 
year’s work, said that the Intelligence Unit, 
headed by W. H. Woolf, with an average 
investigative personnel of only 330 agents, 
accounted for $123,000,000 of the 1945 total 
of additional taxes recommended, a record 
for the Unit also. The Unit handles cases 
that involve deliberate fraud, and in which 
criminal penalties usually are sought. 


This force is being built up to 1400 spe- 
cial agents, which, with the additional Rev- 
enue Agents, Deputy Collectors, and clerical 
and other employees, will give the Bureau 
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apotent army in the field 
against wartime chiselers. 


Tax Evaders: Justice’s 
Tax Division, headed by 
Assistant Attorney Gen- 
eral Sam O. Clark, is 
stepping up the speed of 
the prosecution of tax 
cases presented to it by 
the Internal Revenue Divi- 
sion of the Treasury. 


Tax cases referred to 
the Justice Department by 
the Treasury in June, 1945, 
were one-third the number 
of all such cases referred 
in the entire previous 
twelve months. 

“Crimes of this sort are 
serious at any time,” Mr. 
Clark said, “but in time of 
war when all the resources 
of the nation are pledged 
to a common end, and 
the people as a whole are 
making every sacrifice, they 


are particularly contempt- 
ible. 


“There is no such thing 
as equality of sacrifice 
when some men must 
give their lives to win the 
war, but the Government 
can at least see to it that the financial burden 
of the war is fairly and equally distributed 
among all taxpayers. Every dollar of revenue 
lost by the fraudulent concealment of income 
must eventually be made up by heavier taxes 
from the taxpayers who file honest returns. 


“Thus those guilty of tax evasion not only 
chisel upon their Government but also upon 


their fellow taxpayers. There are severe 
penalties on the statute books specially de- 
vised for the punishing of this evil, for 
Congress, even in peace, made tax evasion 
a felony punishable by heavy fines and im- 
prisonment in federal penitentiaries. 


“It is the purpose of the Department of 
Justice and the Treasury Department to 
enforce these penalties to the full. The Gov- 
étnment wants no crop of profiteers after 


_this war who have fraudulently fattened 


their purses upon the war effort.” 


Mr. Clark said the criminal section of the 
tax division, headed by Joseph S. Platt, is 
now being strengthened and expanded in 
order to prosecute promptly and vigorously 
the increased volume of cases. 


Washington Tax Talk 


Sam O. Clark . . . Tax Chiseler-Chaser 


The Commissioner: Joseph D. Nunan, 
Jr., Commissioner of Internal Revenue 
(whose picture appears on the cover) has 
announced the adoption of specific proce- 
dures to expedite for businessmen the vari- 
ous benefits provided for them in the Tax 
Adjustment Act of 1945, which was signed 
by President Truman on July 31. 


In announcing these procedures, the Com- 
missioner said, “Our wartime tax laws, rec- 
ognizing possible inequities and hardships 
upon business which might result in some 
cases, provided eventual refunds of certain 
tax amounts. The Tax Adjustment Act 
speeds up these repayments so that Ameri- 
can business may make immediate use of its 
own money for reconversion and other 
pressing needs. 


“In fulfillment of this objective, we have 
adopted procedures which will make these 
adjustments as simple and speedy as the 
law allows. Specific instructions are being 
issued to the field offices of the Bureau of 
Internal Revenue, and any businessman 
seeking further information about the spe- 
cific application of the new law to his par- 
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ticular situation is invited to consult the 
nearest office of a collector of internal reve- 
nue or a revenue agent-in-charge. 


“The necessary forms for the purposes of 
the new Act will be distributed through 
local collectors of internal revenue as soon 
as they can be printed and shipped, prob- 
ably within a few weeks.” 


The principal benefits, and the general 
methods by which they will be realized, are: 


1. CURRENT CREDIT-EXCESS PROF- 
ITS TAX (in lieu of former postwar credit). 
—Formerly, each corporation paying excess 
profits tax was entitled to a postwar credit 
equal to 10 per cent of the excess profits 
tax paid. Under the new law for taxable 
years beginning on or after January 1, 1944, 
the amount of tax payable is reduced 10 
per cent and the postwar credit is abolished. 
This plan will be put into effect as follows: 


(a) In the case of a corporation paying re- 
maining installments due on excess profits tax 
for a year which began on or after January 1, 
1944, the corporation should divide its credit 
by the number of remaining installments, 
and reduce each remaining installment pay- 
ment by that amount. (Example: Corpo- 
ration X filed an excess profits tax return on 
March 15, 1945, showing it owed $400,000 
excess profits tax for the preceding year. 
The corporation paid one installment of 
$100,000 on March 15 and another of $100,000 
on June 15. Normally, it would make similar 
payments on September 15 and December 
15. However, under the new law it is en- 
titled to a current credit of 10 per cent of 
the tax—10 per cent of $400,000, or $40,000. 
Since the corporation has two more install- 
ments to pay, it should divide the $40,000 
by 2, and take a credit of $20,000 on each 
of the remaining installments. Thus, the 
corporation should pay $80,000 on Septem- 
ber 15 and $80,000 on December 15, instead 
of $100,000 each time.) 


(b) In the case of a corporation paying re- 
maining installments due on excess profits tax 
for a year which began prior to January 1, 
1944, the corporation should reduce its last in- 
stallment by the amount of the credit. Al- 
though the new law is silent on this point, 
the Commissioner has authorized this spe- 
cial procedure so that affected corporations 
will not have to pay the credit and then 
wait for its refund. (Example: Corpora- 
tion Y filed an excess profits tax return on 
February 15, 1945, showing $300,000 excess 
profits tax due for its fiscal year which 
ended November 30, 1944. It has already 
paid two installments totalling $150,000. 
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Normally, it would owe another installment 
of $75,000 on August 15, and another oj 
$75,000 on November 15. However, it js 
entitled to a postwar credit of 10 per cent 
of $300,000 or $30,000. In this case the cor- 
poration should pay its August installment 
of $75,000 in full, and should reduce its last 
installment, in November, to $45,000.) 






































(c) In the case of a corporation making 
payment on a deficiency assessment for a tax- 
able year which began prior to January 1, 1944 
the corporation also will be permitted to re- 
duce this payment by the amount of the 
postwar credit applicable to the deficiency. 
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(d) In the case of a corporation which has 
paid in full the excess profits tax due fora 
year beginning on or after January 1, 1944, 
the Bureau will on its own initiative refund 
the amount of the current credit to the 
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(e) In the case of all corporations filing ex- deferred 
cess profits tax returns (Form 1121) hereafter, $o™SS10" 
the credit should be taken on the return, § 5, ¢ 
reducing the total tax by 10 per cent. This #4MOR7 
reduced total tax should be paid in the §7ERMI 
usual installments. If using a 1944 edition §yany t 
of Form 1121, the corporation should enter § seceived 
the credit on line 21, page 1 (line 21 origi- Bion de 














nally indicated a “credit for debt retirement,” 
which has been replaced by the current 
credit under the new law.) The 1945 form 
will specifically indicate the current credit. 


2. REDEMPTION OF EXCESS PROF- 
ITS REFUND BONDS.—Formerly, a cor- 
poration was issued “Excess Profits Tax 
Refund Bonds” to evidence the 10 per cent 
postwar refund due on its excess profits tax. 
These bonds were to become redeemable at 







































specified dates after the war. Under the Al 
new law, all bonds of this type will become As 
redeemable in cash, at the option of the fo 
holder, on or after January 1, 1946. Spe- he 
cific procedure for presentation of the bonds (s 





for redemption will be issued soon by the 
Secretary of the Treasury. In instances 
where bonds are due a corporation but can- 
not be issued prior to January 1, 1946, the 
corporation will receive cash instead of bonds. 


3. DEFERMENT OF CURRENT 
TAXES DUE TO ANTICIPATED CAR- 
RYBACK.—The new law permits corpora- 
tions who anticipated carryback refunds 
(due to either “net operating loss” or “un- 
used excess profits credit” in the current 
year) to defer current tax payments equal 
to the anticipated refund, pending final de- 
termination of the refund. The Bureau has 
prepared a special blank, Form 1138, for 
the taxpayer to use in applying for such 
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4 9-DAY REFUND DUE TO CARRY- 
pACK.—The deferment described in the 
preceding paragraph will be based on a 
mid-year estimate by a corporation of its 
arryback. Therefore, when the taxable 
year is over and the exact amount of carry- 
jack can be determined, a corporation which 
has deferred current taxes on account of an 
anticipated carryback should file an appli- 
cation on Form 1139 for an expedited ad- 
justment. Similar applications also may be 
fled by corporations which, though entitled 
to carrybacks, have not deferred any current 
taxes. Individuals having a net operating 
loss carryback may apply for corresponding 
adjustments by making an application on 
Form 1045. In all these instances, the Com- 
missioner will, within 90 days, make a tenta- 
tive refund of any amount due in excess of 
deferred taxes, unless he finds - “material 
omissions or errors” in the applications. 


5. 90-DAY REFUNDS DUE TO 
AMORTIZATION ALLOWANCES ON 
TERMINATED WAR FACILITIES.— 
Many taxpayers with war contracts have 
received special permission to take amortiza- 
tion deductions over a five-year period on 


certain “emergency facilities.” If before the 
expiration of the five years the War Pro- 
duction Board has certified that the facili- 
ties are no longer needed for emergency 
purposes (or the President proclaims the 
end of the emergency), the taxpayer may 
file a notice terminating the arrangement, 
and file an application for tentative adjust- 
ment or refund of his prior years’ taxes on 
the basis of the shorter period of amortiza- 
tion. Unless he finds material omissions or 
errors in the application, the Commissioner 
will, within 90 days, determine the amount 
due the taxpayer, apply as much of it as 
necessary to outstanding taxes owed by the 
taxpayer, and refund the balance. Two spe- 
cial forms (Form 1140 for corporations and 
Form 1046 for individuals) have been pre- 
pared for the use of war contractors desir- 
ing such tentative adjustments. 


6. If for any reason not covered in the 
preceding paragraphs the taxpayer has any 
tax payments coming due while an applica- 
tion is pending for a 90-day refund on ac- 
count of a carryback or amortization 
allowance, he may apply to the collector of 
internal revenue for an extension of time so 
as to avoid making any payments which 
would thereafter have to be refunded to him. 


Another Clark, Attorney General Tom, who is not infrequently confused with 
Assistant Attorney General Sam, is shown here (second from left) planning a 
four-front assault on black market operators and tax evaders with acting OPA 
head James G. Rogers, Jr. (at the left), Secretary of the Treasury Fred M. Vinson 
(second from right), and Secretary of Agriculture Clinton Anderson (at the right). 





APPELLATE AND LOWER 
COURTS 


Securities of corporation a party to re- 
organization.—Taxpayer was one of several 
income beneficiaries of certain trusts, under 
which the income was distributable ‘as 
frequently as may be convenient.” The 
trusts owned shares of preferred stock of 
Corporation A, which was guaranteed by 
Corporation B. Pursuant to a reorganiza- 
tion under Sec. 77B of the Bankruptcy Act, 
the trustee of the several trusts in 1939 
surrendered his shares of Corporation A’s 
preferred stock and his rights under the 
guaranty of Corporation B and received in 
lieu thereof the same number of shares of 
new non-guaranteed preferred stock with 
voting rights in Corporation A and one- 
fifth as many shares of new preferred stock 
in Corporation B. The cost basis to the 
trusts of the stock given in exchange greatly 
exceeded the fair market value of the stock 
received. Nevertheless, the Court holds 
that the value of Corporation B preferred 
stock received by the trustee constituted 
taxable income currently distributable to the 
life beneficiaries of the trusts, and that tax- 
payer’s share thereof was taxable to him in 
1939, although the trustee refused to dis- 
tribute it to him and taxpayer was on the 
cash basis. This conclusion is based on the 
following reasons: The rights under Cor- 
poration B’s guaranty, which the trustee sur- 
rendered in exchange for preferred stock of 
that corporation, are not “securities” and 
Code Sec. 112 (b) (3) is inapplicable to the 
trustee’s receipt of such stock. Code Sec. 
112 (1) (1) is also inapplicable for the same 
reason and because here there was merely 
a recapitalization. No evidence was offered 
to show any cost basis of the guaranty and, 
therefore, determination of gain or loss 
under Code Sec. 111 may not be made. Tax- 
payer had the right to have the income dis- 
tributed to him currently, despite the refusal 
of the trustee to make the distribution. 
CCA-2, F. T. Bedford, Petitioner v. Com- 
missioner of Internal Revenue, Respondent. 
45-2 ustc J 9371. 


Oil lands and leases: Deed and supple- 
mental contract.—Where a deed transferred 
the fee in oil lands, accompanied by col- 
lateral agreements which indicated that the 
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grantors did not undertake to convey their 
entire interest in the minerals, the Tax 
Court’s finding that the provisions of both 
types of instruments, when considered in 
the light of all the other evidence, indicate 
that a lease and not a sale of the minerals 
was intended by the parties, is supported 
by the evidence, and justifies the conclusion 
that the main purpose of the arrangement 
was for the exploitation of the minerals and 
retention of an undivided interest in the oil 
in place. It was accordingly held that the 
cash consideration attributable to the min- 
eral rights represented bonus or advance 
royalties subject to depletion, and that only 
the profit from the sale of the surface of 
the land and the improvements thereon was 
a capital gain. One dissent. CCA-5, 
Wesley W. West, Petitioner v. Commissioner 
of Internal Revenue, Respondent, J. Marion 
West, petitioner v. Commissioner of Internal 
Revenue, Respondent, Estate of J. M. West, 
Deceased, James M. West, Jr., et al., Ex- 
ecutors, Petitioners v. Commissioner of In- 
ternal Revenue, Respondent, Jessie Gertrude 
West, Petitioner v. Commissioner of Internal 
Revenue, Respondent. 45-2 ustc § 9382. 


Effect of erroneous instruction to the jury: 
Admissibility of evidence.—An instruction 
by the trial court that “by the filing of the 
amended return the defendants have ad- 
mitted that the original return was false 
and untrue” was held to be reversible error 
in a case where certain officers and em- 
ployees were found guilty by a jury ot at- 
tempting to defeat and evade income and 
excess profits taxes of a corporation. ‘The 
tax laws permit the filing of amended re- 
turns to correct errors whether discovered 
by the taxpayer or the taxing authority, and 
no hazard should be attached to doing so. 
The exclusion of oral testimony that the 
additional tax shown by the amended re- 
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wm was promptly paid was also error. 
One dissent. CCA-6, William C. Heindel, 
Appellant v. United States of America, Ap- 
pellee. Mary E. Rogers, Appellant v. United 
states of America, Appellee. 45-2 ustc J 9372. 


Application for Sec. 722 relief: Procedure 
pefore Tax Court.—The Tax Court did not 
er in granting Commissioner’s motion. to 
dismiss a proceeding for lack of jurisdiction 
inso far as it related to relief claimed under 
Sec, 722 for 1940. Taxpayer’s petition, on 
other income and excess profits tax issues, 
was filed before enactment of the 1942 Act. 
After enactment of that Act, taxpayer, upon 
leave granted, filed application for Sec. 722 
relief, both with the Commissioner, and 
with the Tax Court by amendment of its 
petition before the Tax Court.. The Tax 
Court rightly held that the uniform method 
of review of all Sec. 722 applications pre- 
scribed by Act of December 17, 1943, 57 
Stat. 601, by amendment of Code Sec. 722 
(d) is applicable, and that since the Com- 
missioner has not yet denied petitioner’s 
application for Sec. 722 relief, the petition 
to the Tax Court, to the extent that it re- 
quests Sec. 722 relief, is premature. CCA-8, 
Ceco Steel Products Corporation, Petitioner 
v. Commissioner of Internal Revenue, Re- 
spondent. 45-2 ustc { 9379. 


Partnership formed serving no business 
purpose: Taxability of income.—Taxpayer, 
being the sole proprietor of an automobile 
garage and finance company, entered into 
an agreement with his wife under which 
they agreed to conduct such business as 
partners. As evidence of a gift to her, tax- 
payer deeded a one-half interest to the real 
estate used in the business to his wife. Sub- 
sequently they both conveyed by written 
assignment a one-sixth interest in both busi- 
nesses to each of their four minor children, 
and the six of them thereupon entered into 
a partnership agreement in the usual form. 
The Circuit Court holds that the findings 
of the Tax Court are supported by the evi- 
dence in concluding that there were no 
valid gifts made to the members of tax- 
payer's family and that the partnership 
served no business purpose and was entered 
into solely for thé purpose of tax avoidance. 
CCA-10, Stanley Bradshaw, Petitioner v. Com- 
missioner of Internal Revenue, Respondent. 
45-2 ustc J 9376. 


Gifts to members of family: Retention of 
interest and control of business.—Where a 
husband transfers a partnership interest to 
his wife, and at the same time enters into 
a partnership agreement with her in which 
her contribution to the partnership is the 


Interpretations 


property given to her, while the husband, in 
keeping with their mutual intention, con- 
tinues to manage and control the partner- 
ship property and to use, enjoy, and dispose 
of the economic benefits derived therefrom 
the same as he did before the gift and the 
formation of the partnership, such a part- 
nership is held to be ineffective for tax pur- 
poses, even though legal formalities, sufficient 
under state law to effectuate such gift and 
partnership, are observed. CCA-10, Joseph 
W. Grant, Petitioner v. Commissioner of In- 
ternal Revenue, Respondent, Ernest A. Strong, 
Petitioner v. Commissioner of Internal Rev- 
enue, Respondent. 45-2 ustc { 9375. 


Loan charged off before maturity date: 
Failure to claim deduction in return.—In 
1937, taxpayer made a loan to a party at 
the behest of an acquaintance. During the 
taxable year 1938 he made another loan to 
the same party under an agreement for the 
payment of both loans in monthly install- 
ments. After two payments on account 
were made the debtor became involved 
financially, and, being threatened with 
prosecution for passing bad checks, he left 
his home. He later returned but in May 
of 1938 disappeared for good. After tax- 
payer had “mentally” charged off the debt 
as worthless, he secured a note during that 
month from debtor, through the said ac- 
quaintance, to evidence the loan and the 
repayment agreement, which fixed the final 
maturity at January 4, 1939. He later dis- 
covered he had overlooked making a claim 
for the deduction in his return for 1938, 
and thereupon made a claim for refund. It 
was held that taxpayer was entitled to: the 
benefit of such deduction of a bad debt for 
the year 1938. Refund allowed. DC, Minn., 
A. G. Bush, Plaintiff v. United States of 
America, Defendant. 45-2 ustc { 9373. 


Family trusts: Unrestricted control of 
investments in grantor—Where taxpayer 
created a trust inter vivos which provided 
for the distribution of income to his wife 
and children for the duration of the wife’s 
life and until the children became 35 years 
of age, and during their minority such in- 
come was to be paid to the wife and held 
for their benefit, the grantor reserving the 
right to direct the trustee as to sales and 
investments, it was held that the broad 
powers reserved by grantor, together with 
the fact that the wife spent no part of the 
income received for the children’s benefit 
without consultation with grantor, gave the 
grantor such control over the trust property 
and the income therefrom as to make him 
the owner thereof for income tax purposes 
within the rule of the Clifford case (Helver- 
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ing v. Clifford, 309 U. S. 331, 40-1 ustc 
7 9265). DC, N. Y., Lothair S. Kohnstamm, 
Plaintiff v. William J. Pedrick, Collector of 
Internal Revenue, Defendant. 45-2 vustc 
1 9380. 


Partnership not taxable: Intra-family 
gifts to avoid taxes.—Although the purpose 
of the partnership and gifts was to lessen 
income and taxes, there was a bona fide, 
valid transfer to each of taxpayers’ four 
children of an undivided fractional interest 
in the partnership and the assets, and tax- 
payers were not taxable on the children’s 
distributive shares of income. DC, Tex., 
William Levine v. W.-A. Thomas, Collector 
of Internal Revenue. Mrs. William Levine v. 
W. A. Thomas, Collector of Internal Revenue. 
Morris Levine v. W. A. Thomas, Collector of 
Internal Revenue. Mrs. Morris Levine v. W. 
A. Thomas, Collector of Internal Revenue. 
45-2 ustc J 9370. 


Exempt corporations: Non-profit organi- 
zations.—Taxpayer was a civic league, or 
organization, not organized for profit, but 
operated exclusively for the promotion of 
social welfare and exempt from taxation 
for the taxable years ended June 30, 1940, 
and June 30, 1941, under Code Sec. 101 (8). 


Income v. capital contribution — Amounts 
collected by taxpayer from its members as 
“amortization charges,” to be used to pay 
interest and principal on long-term obli- 
gations, were capital contributions. DC, 
Tenn., Pickwick Electric Membership Corpo- 
ration, Plaintiff v. United States of America, 
Defendant. 45-2 ustc J 9381. 


Power to borrow trust funds.—Where the 
taxpayer, as grantor and trustee of two 
trust funds established for his children, 
retained unlimited control over the corpus 
and income, and loaned money to himself 
from the trust for personal use, the powers 
retained were equivalent to ownership and 
the taxpayer-settlor was taxable on the 
trust income under Helvering v. Clifford, 
309 U. S. 331, 40-1 ustc 9 9265, and Code 
Sec. 22(a). A judgment of a state court 
which reformed the power of the settlor to 
alter the trust so as to exclude the right of 
revocation or the right to change the bene- 
ficiaries, did not preclude taxability to the 
grantor inasmuch as the decree did not 
limit the power of the trustee to determine 
between principal and income, thereby leav- 
ing him in control of distribution, should 
he want to find that there was no income 
to be distributed. DC, Okla., Peter Sino- 
poulo, Plaintiff v. H. C. Jones, Collector of 
Internal Revenue, Defendant. 45-2  ustc 
{ 9366. 
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Registered promissory notes: Meaning oj 
“corporate securities.”—Where the taxpay. 
er’s creditors turned in promissory notes 
on which the taxpayer was promissor, and 
took back registered promissory notes 
subordinating them to the claim of a trus 
company which had loaned money to the 
taxpayer, the new instruments were corpo. 
rate securities, subject to the stamp tax 
under Code Sec. 1801, and consequently 
subject to the transfer tax under Code 
Sec. 3481, although the original obligations 
which the registered notes superseded were 
not subject to tax. It was the change from 
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the unregistered to registered form which ied 
brought the notes within the purview of jue fro 
the taxing statutes. DC, Mo., United States come re 
of America, Plaintiff v. Royal Loan Company, the sto 
et al., Defendants. 45-2 ustc J 9368. delivere 
Community property: Oklahoma.—Tax- § ferees « 
payer was not entitled to community prop- § porate. 
erty treatment for the computation of his § ferred 
1940 income tax under the Oklahoma Com- § and pr 
munity Property Law of 1939, on the au- § childre 





thority of Com. v. C. C. Harmon, 323 U. S. 
44, 44-2 ustc 7 9515, which held the Okla- 
homa community property law ineffective 
for income tax purposes. DC, Okla., Bailie 
W. Vinson, Plaintiff v. United States of 
America, Defendant. 45-2 ustc ¥ 9374. 
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TAX COURT 


Distributee of deceased partner’s estate: 
New York.—As a distributee of his father’s 
estate taxpayer became entitled to receive 
two-thirds of the balance due the estate 
from a stock brokerage partnership of 








































































































which his father was a member and which } "tt! 
was dissolved by his death. Among the Ande 
assets of the dissolved partnership was a Pa 
debt owed to the partnership by one of the _X 
partners. This debt became worthless in oun 
1941 and in his income tax return for that to p 
year the taxpayer deducted what he claimed hon 
was his pro rata share of the worthless aoe 
debt. The Tax Court holds on the authority sons 
of Guggenheim v. Helvering, 117 Fed. (2d) ny 
469, 41-1 ustc { 10-022, that the debt was § p,, 
an asset of the partnership, that under an 
New York Partnership Law a deceased coon 
partner’s heirs have no interest in the firm’s > 
assets, but only a right to an accounting, dat 
and that since, therefore, taxpayer was not nan 
a creditor, he was not entitled to a deduc- on 
tion of any part of the debt which became ite 
worthless in 1941. Edgar V. Anderson v. sti 
Commissioner, CCH Dec. 14,682. ae 

Intra-family gifts of stock: Dividends by 
taxable to whom.—Taxpayers transferred ste 
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of both of their families shortly before the 
declaration of substantial dividends in each 
of the years 1937, 1938 and 1939. Immedi- 
ately upon payment of the dividends, each 
taxpayer borrowed the entire amount of the 
dividends from the transferees who were 
members of his family, executing promis- 
sry notes therefore. Under a collateral 
agreement with the children the notes were 
not to be presented for payment until the 
children attained certain mature ages some 
years in the future, and, in the case of the 
boys, then not for payment in cash, but 
for interests in the business. Taxpayers 
assumed liability for all the income taxes 
due from all of the transferees on the in- 
come resulting from the transfers. Neither 
the stock certificates nor the notes were 
delivered into the possession of the trans- 
ferees or payees, but were kept in the cor- 
porate office. In 1940, the stock was trans- 
fered back to taxpayers and their wives, 
and promissory notes were executed to the 
children in whose names the stock stood. 
However, the notes were not delivered to 
the children, subject to the understanding 
as to the manner of their payment in future 
years. Taxpayers managed the corporate 
affairs after the transfer of the stock the 
same as they had previously, and no stock- 
holders’ meetings were held until 1940, 
when the stock was reacquired by taxpayers 
and their wives. The Tax Court holds that 
the dividends on the stock were taxable to 
the taxpayers because there were no bona 
fide gifts of stock by them in 1937, 1938 
and 1939, there having been a lack of intent 
on their part to relinquish dominion and 
control. Ralph R. Anderson and Herbert R. 
Anderson v. Commissioner, CCH Dec. 14,678. 


Partial liquidation: Intent of corporation. 
—X Corporation assumed by assignment a 
contract made by its principal stockholder 
to purchase certain common shares of the 
company at a fixed price. After such assign- 
ment, the stockholders adopted a plan of 
recapitalization, under which three classes 
of stock were issued, one class (First 6% 
Preferred) being issued in exchange for the 
stock covered by the contract and being 
issued with the clearly stated provision that 
it was to be redeemed on certain annual 
dates at the price fixed in the original con- 
tract. Pursuant to these terms taxpayer 
surrendered shares of the First Preferred 
Stock in the taxable years and received the 
stipulated redemption price. The Tax Court 
determined from the facts that, as contended 
by the Commissioner, the First Preferred 
Stock was a “limited purpose stock” which 
was issued by the company with the inten- 
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tion of redeeming it within a few years, and, 
further, that the stock was not susceptible 
of any resale after surrender to the corpo- 
ration by taxpayer, and, therefore, did not 
qualify as treasury stock when acquired by 
the corporation. The redemption of the 
stock in itself effected a cancellation of the 
stock for all practical purposes, the opinion 
says. The gain was therefore taxable 100%, 
as a gain arising out of partial liquidation 
under Code Sec. 115(c) and (i), as appli- 
cable to the taxable years 1940 and 1941. 
Gladys C. Blum v. Commissioner, CCH Dec. 
14,622. 


Partnership formed by father and sons: 
Evidence.—Taxpayer was the sole pro- 
prietor of a business for the manufacture 
and sale of specialized machines and related 
products. On January 1, 1939, taxpayer and 
his two sons executed a partnership agree- 
ment; the capital agreed upon was fully paid, 
$32,000 in cash by each of the two sons and 
assets of the net value of $260,091.07 by 
taxpayer. Each partner had absolute and 
independent authority to represent the com- 
pany. Taxpayer planned, from the time his 
sons were born, that they eventually would 
be associated with him in business. That 
was the basis of their education. As each 
son attained the age of 16 he worked for 
his father, without compensation, during 
periods of vacation from school. Upon be- 
ing graduated from college each was em- 
ployed by taxpayer on a full-time basis 
with the understanding that they would 
give their full time and that if they should 
not choose to continue in the business they 
should make their decision at that time to 
follow some other vocation. By 1933 the 
sons were well versed in plant manage- 
ment, in production and in business manage- 
ment. In that year and in the following 
years each was given and assumed execu- 
tive responsibilities and by 1938 the sons 
were capable of running taxpayer’s busi- 
ness. Prior to 1933 the salary of one of the 
sons was at the rate of $1,300 per year. In 
1933, it was increased to $2,340. In 1934, it 
was $2,340 plus 10 percent of the profits. 
Prior to 1934, the salary of the other son 
was at a rate of $1,300 per year. In 1934 
it was $1,300 plus 10 percent of the profits. 
For the years 1935 to 1938, inclusive, he 
was paid on the same basis as his brother. 
Under the partnership agreement, profits 
and losses were to be divided equally 
among the three partners. Taxpayer con- 
tends that a legal partnership existed be- 
tween himself and his two sons during the 
taxable years 1939 and 1940, and that, there- 
fore, he may be charged only with his 
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salary and his share of the profits. Com- 
missioner contends that the alleged partner- 
ship is one in form only, that it should not 
be recognized for income tax purposes, and 
that the sons should be considered as em- 
ployees of taxpayer rather than members 
of a partnership. The Tax Court held that 
the partnership was what it is purported 
to be, that it had substance in that it was 
bona fide in every respect, and that there 
is no reason why such a partnership should 
not be recognized for all relevant purposes, 
including income tax purposes. William F. 
Fischer v. Commissioner, CCH Dec. 14,690. 


Excess profits credit: Adjustments under 
Code Sec. 711 (b) (1) (H).—Where in de- 
termining the excess profits net income for 
one of the base period taxable years under 
Code section 711 (b) (1), as amended, pre- 
paratory to determining the excess profits 
credit under Code section 713, as amended, 
taxpayer in its excess profits tax return 
for the taxable year made an adjustment 
under Code section 711 (b) (1) (H), as 
amended, for an amount paid to a former 
employee in settlement of a claim, and 
where the evidence shows that the amount 
was paid the former employee as a conse- 
quence of a dispute which arose between 
taxpayer and the employee resulting in a 
cancellation of a contract of employment 
between taxpayer and the employee and a 
threatened suit for breach of contract by 
the employee, it is held that the deduction 
taken by taxpayer in the said base period 
taxable year for the amount so paid to the 
employee was attributable to a “claim” 
against taxpayer and was “abnormal for the 
taxpayer” as those terms are used in Code 
section 711 (b) (1) (H), as amended; that 
the said abnormality was not a consequence 
of one or more of the factors enumerated 
in Code section 711 (b) (1) (K) (ii), as 
amended; and that, therefore, the said 
adjustment made by taxpayer was proper. 
It is further held that Code section 711 (b) 
(1) (J) (ii) has no application to this pro- 
ceeding. R. C. Harvey Company v. Commis- 
sioner, CCH Dec. 14,663. 


Gifts of interest to wives ineffective.— 
Taxpayers were sole owners, as partners, 
of two laundry businesses, each having an 
undivided one-half interest. On May 1, 
1940, taxpayers and their wives entered into 
a joint agreement in which they contracted 
to associate themselves as partners, with 
each husband setting over to his wife one- 
half of his undivided one-half interest in 
the laundries. The taxpayers’ wives con- 
tributed no services to the two businesses. 
The only possible capital contribution by 
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the wives was the alleged gift from the 
husband of each. The taxpayers and their 
wives, subsequent to the agreement, regis. 
tered as a partnership under the Fictitioy; 
Names Act of Pennsylvania. The agree. 
ment provided that the taxpayers alone 
could fix their compensation from the busi- 
ness, and hence, they governed the amount 
of the distributable income. Either taxpayer 
could prevent the sale during the life oj 
his wife, of the interest given to her. At 
death, neither wife had a right of testa. 
mentary disposition of her interest. It was 
also provided that each husband should 
succeed to the interest of his wife upon 
her death. The Tax Court holds that de. 
spite the agreement, neither taxpayer in- 
tended to nor effectuated a valid, completed 
gift of any interest in the assets of the 
business, and that the agreement was no 
more than an assignment of income by the 
taxpayers. Consequently, taxpayers did not 
relieve themselves of the liability for tax 
on income so assigned, and they were tax- 
able on income from the business in equal 
proportions. Carl P. Munter v. Commis- 
stoner; Sidney S. Munter v. Commissioner, 
CCH Dec. 14,510. 



















TAX COURT— 
MEMORANDUM OPINIONS 


Oral gift of half interest in business to 
wife.—In 1927 taxpayer was the owner of 
a tavern and also owned the building in 
which the tavern was located. In 1933 tax- 
payer’s fiancee, who became his wife in 
1936, began working at the tavern as a 
hostess and soloist and as time went by 
she began to assist in the management and 
buying end of the business and expanded 
the entertainment. In 1935, taxpayer, who 
was then practicing law, conveyed to his 
brother for nominal consideration all the 
personal property used in the operation ot 
the tavern, to operate on a percentage basis. 
This was done because the operation of a 
tavern might interfere with taxpayer’s pro- 
fession, and in order for the brother to ob- 
tain a liquor license it was necessary under 
the laws of the state that he be the legal 
owner of the business. After 1936, tax- 
payer’s wife did not take an active part in 
the operation of the business. Between 
1936 and 1941, taxpayer’s brother filed fidu- 
ciary returns showing net income as belong- 
ing to taxpayer as beneficiary, except that 
in ‘1941 the taxable income was shown to 
belong, $11,241.31 to taxpayer and $6,960.64 
to taxpayer’s wife. On April 4, 1941, tax- 
payer executed a deed conveying to his 
wife a one-half interest in his real estate. 
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This deed was delivered to her at that time, 
put it was not recorded until January 2, 
1042, At the same time, taxpayer told his 
brother that he was giving her a one-half 
interest in the business and that in the 
future the brother would be operating the 
business for both of them, and made oral 
statements to that effect to others, but no 
formal conveyance of an interest in the 
business was ever made to the wife and 
taxpayer did not file a gift tax return until 
January of 1943. The Commissioner in- 
cuded in taxpayer’s gross income for 1941 
all of the net profits from the tavern. In 
that year the fair market value of the real 
estate was $15,000 and a reasonable annual 
rental for said property was $1,500. The 
Tax Court holds that since the deed to the 
wife was executed in April of the taxable 
year an allocable portion of the rent consti- 
tuted gross income to her and, to that 
extent, was erroneously included in tax- 
payer’s gross income, but that no valid gift 
of an interest in the business was made, 
since the oral statements by taxpayer were 
not “a clear and unmistakable intention on 
the part of the donor to divest himself 
absolutely and irrevocably of the title, do- 
minion and control” of half of the business. 
L. C. Binford v. Commissioner, CCH Dec. 
14,637(M). 

Clifford rule—The Commissioner con- 
tended that the income of a trust created 
by the taxpayer in 1936 for the benefit of 
his children was taxable to the taxpayer 
under Code Sec. 22 (a) within the rationale 
of Helvering v. Clifford, 309 U. S. 331, 40-1 
ustc § 9265. The Tax Court holds that 
although the trust contained some of the 
features of the Clifford trust, in that the 
taxpayer retained, as trustee, powers of 
investment and reinvestment equal to those 
possessed by an individual and endeavored 
to limit his liability for any loss incurred 
irom his management of the trust affairs, 
any resemblance to the Clifford trust ceased 
at that point. Differences include the fol- 
lowing: The trust was for a long term 
(lifetime of the survivor of the grantor and 
his wife) and was irrevocable. The income 
was not subject to distribution in the tax- 
able years but had to be accumulated for 
distribution upon termination of the trust 
to issue of the taxpayer, and there was 
no temporary reallocation of income within 
an intimate family group as in the Clifford 
case. Although the taxpayer retained un- 
limited power to invest trust property, this 
was not enough to make the income of the 
trust taxable to him under Sec. 22 (a). 


L. J. S. Brody v. Commissioner, CCH Dec. 
14,607(M). 
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Settlement of note indebtedness for. less 
amount than due: Debt gratuitously for- 
given.—Taxpayer gave its promissory note 
in 1925 in settlement of an open account 
for advances previously made which note 
later was held by certain members of a 
firm upon whom taxpayer relied for further 
advances in order to carry on its business. 
During the taxable year 1940, after a pay- 
ment of only $500 on account, the holders 
demanded full payment, with the result that 
taxpayer was forced to suspend business 
and to liquidate its affairs. After consider- 
able negotiation with the holders of the 
note, a settlement was agreed upon which 
enabled taxpayer to sell its business as a 
going concern, such settlement consisting 
of the payment of $162,403.24 and the can- 
cellation of the note. The Tax Court holds 
that such transaction is not controlled by 
the requirements of Code Sec. 22 (b) (9) 
but that the amount of forgiveness of the 
note indebtedness is excludible as a gift 
under Code Sec. 22 (b) (3). Helvering v. 
American Dental Co., 43-1 ustc ¥ 9318, 318 
U. S. 322, followed. U.S. v. Kirby Lumber 
Co., 2 ustc J 814, 284 U. S. 1, distinguished. 
Cocheco Woolen Manufacturing Company v. 
Commissioner, CCH Dec. 14,674(M). 


Loan repayment: Foreign exchange rates. 
—In 1929, taxpayer, a consulting engineer, 
became a member of a syndicate to buy 
some Seaboard Airline Railway Company 
stock. To finance his investment he bor- 
rowed money from New York and Ca- 
nadian banks. During 1929, 1930 and 1931 
he borrowed approximately $425,000 (Ca- 
nadian) from The Royal Bank cf Canada. 
At that time, Canadian and American dollars 
were of equal value. The market for Sea- 
board stock collapsed in 1929 and during 
the period 1930 to 1940 taxpayer gradually 
paid off his loans and sold his stock. In 
March 1940 he owed The Royal Bank of 
Canada $290,037.32. He borrowed $237,165 
from a New York bank and by virtue of 
the decrease in value of Canadian dollars 
bought enough Canadian dollars to pay his 
debt to the Canadian bank in full. In his 
income tax return taxpayer reported the 
difference as a long-term capital gain. The 
Commissioner determined that it was ordi- 
nary income. Subsequently taxpayer claimed 
an overpayment on the ground that no 
taxable gain was realized. The Tax Court 
holds that on the authority of the cases of 
B. F. Goodrich Company, 1 T. C. 1098, Gen- 
eral Motors Corporation, 35 B. T. A. 523, 
and North American Mortgage Company, 18 
B. T. A. 418, no gain resulted to taxpayer. 
Taxpayer’s debt was at all times in Ca- 
nadian dollars, which was the exact amount 
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repaid. He performed his agreement and 
since foreign money is property, he merely 
repaid property with property, which trans- 
action could not result in taxable gain. The 
Tax Court holds further that even if there 
was a gain in 1940 the whole transaction 
resulted in a loss and that on the authority 
of Bowers v. Kerbaugh Empire Co., 271 
U. S. 170, minimization of taxpayer’s loss 
could not result in taxable income. William 
H. Coverdale v. Commissioner, CCH Dec. 
14,659(M). 


Payment of ad valorem charge.—Pay- 
ment of a flat ad valorem handling charge 
to a contractor who had paid for materials 
used in building taxpayer’s home, because 
taxpayer had run short of money, where 
the contractor did not consider the handling 
charge as “interest,” and where the handling 
charge was not computed with reference 
to any period of time, is not a payment of 
“interest” as that term is commonly under- 
stood, and the Tax Court holds that de- 
duction thereof by the taxpayer is not 
allowable. Arthur Clarence Erwin v. Com- 
missioner; Harriette Erwin v. Commissioner, 


CCH Dec. 14,509(M). 


Distributions by corporations: Declared 
in another corporation’s stock.—Taxpayer 
was organized to carry on the manufacture 
and sale of coffee, tea, spices, and other 
products. In 1908, X Company was organ- 
ized to carry out the sale of the products 
manufactured by taxpayer. At all times the 
active management of X Company was in 
the hands of officers who were neither 
stockholders nor officers of taxpayer. In 
1940 taxpayer declared a dividend payable 
in shares of X Company at the rate of three 
shares of stock in X Company for each 
share of the taxpayer’s stock outstanding. 
Of the 10,830 shares so distributed, 8,004 
represented shares purchased in 1909, in- 
cluding an increase thereof through non- 
taxable stock dividends in 1937. The ad- 
justed cost of such shares was $48,861.63 
and their March 1, 1913 value was $97,723.26. 
The balance, or 2,826 shares, including an 
increase thereof through non-taxable stock 
dividends in 1937, was purchased in 1918 
at an adjusted cost basis of $25,877.56. The 
fair market value of the X Company’s stock 
in 1940 was $90 per share. The Commis- 
sioner determined that the increase in value 
of the X Company’s stock constituted tax- 
able income to taxpayer as a dividend to 
taxpayer’s stockholders. The Tax Court 
holds that this was clearly a distribution 
in kind, and on the authority of General 
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U. S. 200, did not result in taxable income or 









gain to the taxpayer. J. A. Folger & Com. g. Comm 
pany v. Commissioner, CCH Dec. 14,658(\4) (7 (M 
‘Bhat the 1 

Reasonableness of compensation to sonsf debenturé 


of principal stockholders.—Taxpayer was , 
corporation which operated a chain of de. 
partment stores and its stock was controlled 
by two men and their families. Two sons 



















of one of the principal stockholders, whoffand ther 
themselves owned stock, were employed inf@this exc! 
taxpayer’s main store. Both were of ex-Mand red 
ceptional intelligence and especially welj [stocks at 





equipped for the positions by reason oj 
their high school education and their uni- 
versity education in business administration 
Both had begun participating in the store’s 
activities after school hours and during 
vacations at the age of 10 years. One had 
special education in modern merchandising, 
and in the taxable year was in complete 
charge of one of the taxpayer’s main floors, 
including four or five departments, and was 
also in charge of all the employees of the 
store, hiring and discharging them when 
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necessary. The other had charge of the the oe 
men’s department and did nearly all the §° '* 
buying of men’s clothing and furnishings, § "4 ‘ 
and also had charge of two or three other §# POW 
departments. Each made New York buying §?"t © 
trips. Due to a mishap to their father, the 9? subs 
two sons throughout the busy period of §™°™* 
the taxable year performed all the man- § 2%! 
agerial functions formerly performed by § %¢ P® 
their father in the business. The main 9% the 
store had achieved a year’s volume busi- § "54" 
ness of about $750,000, whereas, the total §°' '°. 
volume for all eleven of taxpayer’s stores a, 
was about $1,200,000, and taxpayer’s net Emilte 
income for the year, as adjusted by the 14,597 
Commissioner, was $44,021.58. The regular § aga 
salaries of the sons for the taxable year J prior 
were $2,150 and $1,375, respectively, and § merch 
each received $2,000 of extra compensation. J paid c 
The Commissioner contended that the pay- ] impor 
ment of the extra $2,000 to each was to § by th 
that extent excessive and unreasonable, and §'%42 | 





were “distributions of corporate profits.” s 
The Tax Court holds that the additional 
amount of $2,000 paid to each of the sons 
was reasonable compensation for personal 
services actually rendered by them. The 
fact that they happened to be stockholders 
was incidental, and even if the extra pay- 
ments received had been on a stockholding 
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ratio it would have no adverse effect, since J “sel 
they were reasonable compensation for that 
services actually rendered to taxpayer. J * 
The Friedlander Corporation v. Commissioner, | 2" 
CCH Dec. 14,638(M). tary 
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Recapitalization: Taxable stock dividend. 
_By stipulation that the decision in Hooks 
» Commissioner reported at 443 CCH 
«7711(M) controls, the Tax Court holds 
that the new preferred stock and long-term 
debentures received by the taxpayer in an 
exchange for his preferred stock were not 
, dividend under section 115 (a) nor “es- 
gntially equivalent to the distribution of 
, taxable dividend under section 115 (g)” 
and therefore the amount resulting from 
this exchange (accumulated dividends on 
and redemption value of new preferred 
socks and new debentures received) should 
sot be included in income. Russell C. 
Gregg, et al. v. Commissioner, CCH Dec. 
14,542(M). 


Discretion in trustee to revoke.—In 1932, 

taxpayer set up a trust, comprising a pro- 
vision which gave the trustee the power 
to use any part of the trust income “as 
shall be necessary” for the taxpayer’s sup- 
ort or maintenance. Another provision 
empowered the trustee, “for the purpose 
of meeting any emergency” to use any part of 
the corpus of the trust for the benefit of 
the taxpayer. The Tax Court holds that 
under Code Sec. 166, if a trust comprises 
apower to revest in the grantor title to any 
part of the corpus, unless the trustee has 
a substantial adverse interest, the entire 
income of the trust is taxable to the 
grantor. Inasmuch as here the trustee had 
the power to use the corpus for the benefit 
of the taxpayer, and was strictly a com- 
pensated trustee having no adverse inter- 
est to the taxpayer, the trust income fell 
squarely under the provisions of Sec. 166. 
Emilie J. Heine v. Commissioner, CCH Dec. 
14597(M). 


Additional assessments of tax.—In years 
prior to 1941 and 1942 taxpayer imported 
merchandise into the United States and 
paid customs duties thereon in the years of 
importation on the basis of values approved 
by the customs authorities. In 1941 and 
'42 taxpayer, at the direction of the cus- 

s authorities, reappraised such mer- 

‘handise and paid additional duties shown 
by the reappraisals to be due thereon. The 
amounts of the additional duties were 
accrued and paid by the taxpayer in the 
years 1941 and 1942 as business expenses 
and deducted as such in its income tax 
returns for those years. The Commissioner 
disallowed the deductions on the ground 
that the additional custom duties were not 
accruable in the years designated but in the 
prior years of the importations to which 
they pertained. Deficiencies in income tax 
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were determined on the basis of such dis- 
allowance. Held, that customs duties are 
taxes regardless of how they are treated in 
accounting practice and that as such they 
are accruable in the years of the impor- 
tations of the merchandise to which they 
pertain unless all events had not transpired 
within such years to fix liability therefor. 
Held, further, since the facts of record do 
not disclose that all such events had not 
so transpired, that the Commissioner’s de- 
termination should be sustained. Keller- 
Dorian Corporation v. Commissioner, CCH 
Dec. 14,593(M). 


Partnership: Joint venture.—In 1933, tax- 
payer, in an arrangement with his mother 
whereby she agreed to supply capital up to 
$20,000, set up a business as a dealer in 
gloves. They agreed that the profits of the 
business be divided equally after allowance 
of a salary to taxpayer. For all advances 
made by her, the mother was given demand 
notes upon which no interest was ever 
paid. No articles of co-partnership were 
ever signed, the business was never regis- 
tered as a partnership, no partnership re- 
turns were ever filed, the books of account 
did not show the mother as partner, none 
of the profits were paid to the mother and 
the accumulated profits of the business to 
December 31, 1940, were shown by the 
books as belonging to the taxpayer. These 
negative factors, the Commissioner con- 
tended, showed that no agreement existed 
between the taxpayer and his mother where- 
by she was to receive 50% of the net 
profits of the business. The Tax Court 
holds, however, that the term “partner- 
ship” is defined by Code Sec. 3797 to in- 
clude a joint venture. On evidence the 
Court further holds that there was an 
agreement in 1933 that the mother should 
have a 50% interest in the net profits, such 
agreement being testified to by both tax- 
payer and his mother. As a result, there 
was a joint venture between the taxpayer 
and his mother and the mother was entitled 
to one-half of the profits of the business 
as a return on her investment. Harold M. 
Levy v. Commissioner, CCH Dec. 14,632(M). 


Salaries paid to widows succeeding cor- 


poration officers—Taxpayer is a corpo- 
ration engaged in the soft drink bottling 
business. The president, widow of a former 
president, the vice-president, widow of a 
former president, and the secretary, widow 
of a former officer of the corporation, were 
each paid a salary of $125.00 per month for 
the year 1941. These three individuals are 
the principal stockholders of the corporation 
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and have been active in its affairs for years. 
The president presides at the directors’ 
meetings and is on call at all times, when 
necessary, for advice and consultation in 
connection with corporate affairs. Taxpayer 
has a general manager who devotes his 
entire time to the business, but all three 
of the officers are in constant touch with 
him by telephone and he acts under their 
direction. They direct the action to be 
taken with respect to material purchases 
and labor relations, handle the advertising, 
and maintain contact with taxpayer’s cus- 
tomers in an endeavor to stimulate the 
volume of sales and settle differences grow- 
ing out of contacts between employees and 
customers. Shortly after 1930 the business 
began to operate at a loss, at which time 
the three officers began to take a very 
active part in corporate affairs, with the 
result that taxpayer was put on an earning 
basis and has continued to show a profit. 
The Commissioner contends that a reason- 
able salary for each was not in excess of 
$50 per month. In finding that the salaries 
paid to each of taxpayer’s executive officers 
were not excessive, the Tax Court said that 
the services rendered taxpayer by the three 
named officers in 1941 were substantial and 
the compensation of $125 per month paid 
to each of them was reasonable for such 
services and constituted an ordinary and 
necessary expense of the taxpayer. Mas- 
solt Bottling Company v. Commissioner, CCH 
Dec. 14,646(M). 


Year stock became worthless: Sale for 
nominal sum.—Taxpayer in 1929 purchased 
550 shares of stock of Continental Shares, 
Inc., at a cost of $23,015. In 1933 a receiver 
was appointed to administer the property 
of Continental and in financial statements 
issued to the stockholders in 1934, liabilities 
were shown to be in excess of assets, ex- 
clusive of preferred stock outstanding in 
the amount of $38,000,000. The stock of 
Continental was removed from the Stock 
Exchange in 1933, but in 1936 common 
shares were bought and sold for as high 
as 20 cents per share, and in 1937 and 1938 
several hundreds of common shares were 
sold in over-the-counter sales at prices 
ranging from 5 cents to 80 cents per share. 
In 1940 taxpayer exchanged his shares of 
Continental stock, incidental to liquidation 
proceedings, and received in lieu thereof 
certain liquidating shares and stock war- 
rants. In 1940 and 1941 taxpayer received 
an aggregate amount of $20.63 from divi- 
dends on the new stock and the sale there- 
cf, and claimed a long-term capital loss of 
$11,509.56 on the sale, in 1941. The Com- 
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missioner contended the stock becam 
worthless in 1933, and that the consequent 
loss was deductible in that year. Taxpayer 
contended his Continental stock had a “po. 
tential value” which was not extinguished 
until he had received a “final dividend” oj 
$1.38 on December 29, 1941. The Tax Cour 
holds that the stock became worthless jp 
1933, and hence taxpayer could not claim, 
loss in 1941 upon the sale of the new stock 
The small value of the stock in the period 
intervening between 1933 and 1941 was not 
sufficient to sustain taxpayer’s burden oj 
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proof that the Commissioner’s determi Trave 
nation was erroneous. Ray T. Miller vf and han 
Commissioner, CCH Dec. 14,673(M). (1940 a1 
Reduction of base regardless of tax bene. ae | 
fit—Taxpayer reported depreciation for fis- Flor “ 
cal years ending August 31, for the years — 
1936 and 1937. Prior to his investigation § “©, ¥° 
of the returns for those years, the Com- employ 
missioner did not question the amounts of capper, 
depreciation taken in prior years, although geval 
the rates used were higher than those ap-§™ age 
plied for the taxable years, which are stipu- three 
lated to have been correct. The question wane 
here is whether, in determining taxpayer's a9 
base for allowance of depreciation in the 30 day 
taxable years, there may be included de- Derm 
preciation reported in previous income tax = I 
returns and not challenged by the Com-§ ™ . 
missioner, to the extent exceeding the Miam: 
amounts properly allowable for such years, J Mia™ 
where such amounts did not offset taxable § PtOX™ 
income. In holding to the contrary, the § Vatlol 
Tax Court says that in the Virginia Hotel | spent 
Corporation case, 319 U. S. 523, 43-1 usrc § with 
9469, the Supreme Court, in defining the § house 
meaning of depreciation “allowed” and § two « 
“allowable,” expressed its disagreement with J In hi 
the idea which the Tax Court says is the § at th 
“nub” of taxpayer’s argument—that the J whik 








term “allowed,” as used in Sec. 114, 1936 
Act, connotes the receipt of tax benefit. 
Piedmont Cotton Mills v. Commissioner, CCH 
Dec. 14,654(M). 
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Distributions by corporations: Declared | Cod 
in another corporation’s stock: No taxable J of < 
income to stockholders.—Taxpayers were § for 
stockholders in X Company, which in 1940 } wer 
owned 12,004 shares of stock of Y Com- wit! 
pany. In 1940 X Company declared a divi- not 
dend payable in the stock of Y Company. con 
The stock so distributed had a value on the 194 
date of distribution in excess of its cost to cor 
X Company. The Commissioner contended to 
that even though X Company realized no inc 
taxable income by reason of the increment the 
in value of the stock of Y Company, never- m< 
theless such increase constituted earnings ev 
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and profits of the X Company and that tax- 
payers are, therefore, taxable on the distri- 
bution to the extent of such increase. The 
Tax Court holds that under the authority 
of Commissioner v. Estate of Timken, et al., 
141 Fed. (2d) 625, the increase in the value 
of the stock did not constitute earnings and 
profits. Therefore, the distribution was not 
taxable to taxpayers as a dividend. How- 
ard C. Platt Trust, Wells Fargo Bank & 
Union Trust Co., Trustee, et al., v. Com- 
missioner, CCH Dec. 14,664(M). 
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Traveling expenses of racing secretary 
and handicapper.—During the taxable years 
(1940 and 1941) decedent resided with his 
amily (wife and two children) in Miami, 
Florida, where he owned a home and was 
a registered voter during both of the tax- 
able years. For many years he had been 
employed as a racing secretary and handi- 
capper, working for various racing associ- 
ations. During the taxable years he served 
in that capacity at six different tracks in 
three states where meets were held. In 
addition to time spent at the track during 
actual racing periods, he spent from 10 to 
30 days at each track prior to the meet. 
During the time spent away from Miami 
such personal effects as taxpayer did not 
need with him on the trips were left in 
Miami, and during his absence his home in 
Miami was not closed. Taxpayer spent ap- 
























years, : 
axable § proximately 5 months in each year at the 
y, the | various tracks outside of Florida. His wife 





















Hotel § spent approximately one-half of that time 
ustc § with her husband. She lived in a rented 
ig the Ff house with her husband while he was at 
and f two of the racing meets outside of Florida. 
with § In his income tax returns taxpayer deducted 
is the Bat the rate of $10 per day for living expenses 
t the F while at race tracks outside of Florida and 
1936 the amount of railroad fares to and from 
mehit such race meets. The claimed deductions 
a were disallowed by the Commissioner, who 
contends that the decedent’s “home” under 

lared | Code Sec. 23(a) was at his respective posts 
xable J of duty for such time as he was there and 
were J for that reason the expenditures in question 
1940 | were “personal, living, or family expenses” 
-om- within the meaning of Code Sec. 24 (a) and 
divi- not deductible from income. It is the Court’s 
any. conclusion that decedent’s home throughout 
ithe f 1940 and 1941 was in Miami, Florida. Ac- 
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cordingly, the expenses in question are held 
to have been properly deducted from gross 
income for the respective years. Although 
the expenses were to some extent esti- 
mated, the Tax Court concludes from the 
evidence that they were in fact less in 
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many instances than the amounts actually 
expended, and were reasonable. Estate of 
Robert S. Shelley, Deceased, Dagmar Shelley, 
Administratrix v. Commissioner, CCH Dec. 
14,642(M). 


Partnership formed out of transfer of 
corporate assets: Family corporation.—Tax- 
payer was a corporation engaged in the 
manufacture of fertilizer and other prod- 
ucts. Its capital stock was wholly owned 
by three brothers, who held 60% of the 
stock, and their two sisters, who owned 
the remaining 40%. Only the brothers took 
an active part in the business. In 1937 busi- 
ness prospects for the future appeared very 
unpromising, and the taxpayer was indebted 
to the brothers in the aggregate sum of 
$64,000. In order to save the sisters from 
any risk of further capital investment, a 
corporate resolution was unanimously ap- 
proved by which the business theretofore 
conducted by taxpayer was transferred to 
the brothers as a partnership on January 
1, 1938 and the current assets sold to them 
for $52,024.49, and a lease was executed 
between the partnership and taxpayer pro- 
viding for annual rental of 3% of the de- 
preciated value of taxpayer’s real property 
and fixed assets. Thereafter the partner- 
ship operated and expanded the business, 
and the activities of taxpayer were con- 
fined to owning its real estate and fixed 
assets and collecting and receiving rent 
therefor. Taxpayer and the partnership 
kept separate bank accounts, books, and 
records. For the years 1938 to 1940 rentals 
of approximately $20,000 annually were 
paid, and taxpayer paid dividends of $11,250 
and $10,000 in 1938 and 1939, but paid none 
in 1940. The partnership made profits of 
$43,259.09 and $38,825.17 in 1938 and 1939, 
but incurred a loss in 1940. The Com- 
missioner contended that the partnership 
was not recognizable for federal income 
tax purposes, and, in the alternative, even 
if the partnership were recognizable for 
federal income tax purposes the partnership 
income was nonetheless allocable to tax- 
payer under Sec. 45, Act of 1938, to pre- 
vent an evasion of taxes. The Tax Court 
holds on the facts that the partnership was 
real, and that the prospect of evading fu- 
ture taxes was not the prime factor prompt- 
ing the change. Since the books of the 
corporpation and the partnership clearly 
reflected the income of each organization, it 
was further held that Sec. 45, Act of 1938, 
did not apply. John Wachtel Corporation v. 
Commissioner, CCH Dec. 14,683(M). 
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STATE TAX 


ALABAMA 





October 1 


Automobile dealers’ reports due. 
Utilities’ annual gross receipts tax and 
reports due. 


October 10—— 
Automobile dealers’ reports due. 


Oil and gas conservation tax report and 
payment due. 


Report of manufacturers, distributors and 
service licensees of alcoholic beverages 
due. 


Tobacco stamp and use tax report and 
payment due. 


Tobacco wholesalers and jobbers report 
due. 


October 15—— 
Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 


Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 


Income tax installments due. 


Motor carriers’ mileage report and tax 
due. 


October 20—— 


Automobile dealers’ reports due. 

Coal and iron ore mining tax report and 
payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax reports and payments due. 

Quarterly-reports and payments due from 
users of carbonic acid gas for beverages. 

Quarterly reports and use tax payments 
due from vendors or consumers. 

Quarterly sales tax reports and payments 
due for taxpayers having returns of less 
than $10 per month. 


ARIZONA 
October 5 
Alcoholic beverages licensee’s report due. 


Second Monday 
Tax due on unsecured personal property 
within $200 value. 
October 10—— 
Wholesalers of mait, vinous and spiritu- 
ous liquors reports and payment due. 
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CALENDAR 


October 15—— 
Gross income reports and payments due. 
Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 


October 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ reports and pay- 
ments due. 


ARKANSAS 


October 1 


Property taxes become delinquent. 

Transportation, freight line, private car 
line and railroad company mileage re- 
ports due. 


October 10—— 

Alcoholic beverages consumers’ sales taxes 
due. 

Cigarette reports due. 

Motor fuel carriers’ report due. 

Natural resources severance tax report 

* and payment due. 

Statement of purchases of natural re- 
sources, 


October 15 


Alcoholic beverage reports due. 
Oil and gas reports and payments due. 











October 20 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 
October 25 





Motor fuel tax report and payment due. 


CALIFORNIA 





October 1 
Common carrier distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 


October 15 
Beer and wine report and tax due. 
Distilled spirits report and tax due. 

Sales and use tax report and payment 
due. 
Use fuel tax report and tax due. 


October 20— 
Motor carriers’ gross receipts tax due. 
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COLORADO 


October 5—— 
Alcoholic beverage manufacturers’ re- 
ports due. 
Motor carriers’ tax due. 





October 10 
Motor carriers’ report due. 


October 14 


Sales tax reports and payments due. 
Use tax reports and payments due. 





October 15 


Coal mine owners’ inspection tax due. 

Coal mine owners’ report due. 

Third installment payment of income tax 
due. 





October 25—— 


Coal royalty tax due. 
Gasoline (including diesel fuel) tax re- 
ports and payment due. 


CONNECTICUT 
October 1 
Gasoline tax due. 





October 15—— 


Gasoline tax report due. 
Gasoline use tax reports and payment due. 


October 20—— 


Alcoholic beverage tax return and pay- 


ment due. 


State Tax Calendar 


October 1 


October 31 





DELAWARE 





Bank share tax due. 

Fourth quarterly installment of railroad 
tax due. 

Last day for payment of Sussex County 
property taxes. 


October 15—— 


Filling stations’ gascline tax report. 
Manufacturers and importers of alcoholic 
beverages report due. 





Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 
October 10—— 


Licensed manufacturers’ and wholesalers’ 
of beer report due. 


Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages report 
due. 


October 15—— 


Second installment on income tax due. 
Tax on beer due. 


October 25—— 
Gasoline tax report and payment due. 


FLORIDA 





October 1 
Auto transportation companies’ reports 
and taxes due. 
Motor transportation company 
and tax due. 


Railroad, refrigerator and tank car and 
express company reports and payment 
due. 


reports 


Sleeping and parlor car company reports 
and payment due. 
October 10—— 


Agents’ and wholesalers’ cigarette tax re- 
ports due. 


Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 
October 15—— 


Gasoline sales, use and storage reports 
and taxes due. 


Transporters’ and carriers’ alcoholic bev- 
erages reports due. 
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GEORGIA 
October 10—— 
Cigar and cigarette reports due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 


October 15—— 
Malt beverage tax report due. 


October 20—— 
Gasoline tax report and payment due. 


IDAHO 
October 1 
First day auto transportation companies 
may file quarterly statement and pay 
tax. 
Last day personal property coming into 
Idaho assessed at one-half its cash 
value. 


October 10—— 
Beer excise tax report due. 
Dairy products substitutes dealers’ reports 
due. 
Reports of dealers in dairy products sub- 
stitutes due. 


October 15—— 

Cigarette wholesalers’ drop shipment re- 
ports due. 

Electric power companies’ report and tax 
due. 

Gasoline tax report and payment due. 

Public utilities’ consumer lists due. 

Second installment of income tax based 
on calendar-year return due. 


ILLINOIS 
October 10—— 
Motor carriers’ mileage tax due. 


October 15—— 
Alcoholic beverage tax reports due. 
Cigarette tax return due. 
Public utilities report and tax due. 
Sales tax report and payment due. 
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October 20—— 

Gasoline tax report and payment due. 
October 30—— 

Transporters’ gasoline tax report due. 


INDIANA 
October 1—— 


Alcoholic vinous beverage tax due. 


October 15—— 
Alcoholic vinous beverage tax due. 
Fuel use tax reports and payment due. 


October 20—— 
Bank share tax report and payment due. 
Building and loan association’s intangibles 
tax report and payments due. 


October 25—— 
Gasoline tax report and payment due. 


October 31 
Gross income tax quarterly return and 
payment due. 


IOWA 
October 1 


General property taxes (second install- 
ment) delinquent after this date. 

Motor carrier compensation tax (fourth 
installment) due. 


October 10—— 
Carriers’ gasoline tax report and tax due. 
Cigarette vendors’ reports due. 
Class “A” permittees make beer tax re- 
port and payment. 


October 20-—— 
Gasoline tax report and payment due. 
Quarterly sales tax report and payment 
due. 
Use tax returns and payment due. 


KANSAS 
October 10 
Alcoholic and malt beverage reports due. 
Malt beverage dealers’ reports and taxes 
due. 
Property tax due. 


October 15—— 

Butter and ice cream manufacturers’ and 
milk condensaries’ quarterly taxes due. 

Carriers’ gasoline and fuel use tax reports 
and fees due. 

Compensating tax report and payment 
due. 

Corporations 2nd installment of income 
taxes due. 

Motor carriers’ gross ton mileage tax re- 
port and payment due. 
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October 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 





October 25—— 
Gasoline tax report and payment due. 





KENTUCKY 
October 10—— 
Amusement and entertainment report and 
tax due. 
Broker’s return on marginal transaction 
due. 
Cigarette tax reports due. 
Property tax return or distilled spirits in 
storage due. 
Refiners’ and importers’ gasoline tax re- 
port due. 


October 15—— 
Alcoholic beverage reports due. 
Fuel use tax reports and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax reports 
and payment due. 


October 20—— 


Oil production tax report and payment 
due. 


October 31 
Dealers’ and transporters’ gasoline tax re- 
port and payment due. 




















LOUISIANA 





October 1 
Franchise tax return and payment due. 
Tobacco wholesalers’ reports due. 


October 10—— 
Alcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 


October 15—— 
Alcoholic beverage carriers’ reports due. 
Intoxicating liquor manufacturers’ and 
dealers’ report due. 
Lubricating oil carriers’ reports due. 
Tobacco report due. 


October 20-—— 

Alcoholic beverage reports and taxes due. 

Fuel use tax report and payment due. 

Gasoline dealers’ reports and tax due. 

Kerosene dealers’ reports and tax due. 

Lubricating oil dealers’ reports and tax 
due. 

New Orleans City sales and use tax report 
and payment due. 

Petroleum solvents report due. 

Sales and use tax report and payment due. 
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October 31 
Gas gathering tax reports and tax due. 
Pipeline reports and tax due. 

Public utilities license tax reports due. 
Severance tax reports and tax due. 





MAINE 
October 10—— 


Manufacturers and wholesalers of malt 
beverages report due. 


October 15—— 
Use fuel tax report and payment due. 
October 31 
Gasoline tax report and payment due. 





MARYLAND 
October 10—— 
Admissions tax payment due. 


October 30-—— 
Purchasers of cargo lots of motor fuel 
report due. 


October 31 
Beer tax report and payment due. 
Gasoline tax report and payment due. 





MASSACHUSETTS 

October 1 
Last half of personal income tax due. 
Property tax second installment due. 


October 10—— 
Alcoholic beverage excise tax report and 

payment due. 

Meals excise tax report and payment due. 





October 15—— 


Cigarette distributor’s tax report and pay- 
ment due. 
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October 20 
Net income tax on banks due. 
Remainder of excise taxes, including se- 

curity dealers’ and shipowners’, due. 


October 31 
Motor fuel tax report and payment due. 


































MICHIGAN 





October 5—— 


Carriers’ gasoline tax report and payment 
due. 


October 10 


Common and contract carrier report and 
fees due. 


October 15—— 
Sales tax reports and payment due. 
Use tax reports and payments due. 


October 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Last day to make gas and oil severance 
tax report and payment. 



















































































MINNESOTA 
October 10—— 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 


October 15—— 
Income tax (second installment) due. 
Interstate motor carriers’ mileage tax due. 





































































































October 23 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
MISSISSIPPI 
October 5—— 
Factories’ reports due. 
October 10 
Admissions tax reports and payment due. 
October 15 








Gasoline tax reports and payment due. 

Manufacturers, distributors and whole- 
salers of tobacco report due. 

Retailers, wholesalers and distributors of 
light wines and beer report due. 

Sales tax reports and payment due. 

Third quarterly installment of income tax 
due. 

Timber severance tax reports and pay- 
ment due. 

Use tax reports and payment due. 
























































October 25—— 


Oil severance tax and report due. 


October 30—— 


Commercial credit and finance companies’ 
quarterly privilege tax due. 


MISSOURI 
October 1 
Corporation registration fee due. 
Property tax of utilities due. 
Third installment of income tax due. 


October 5—— 

Non-intoxicating beer permittees’ report 
due. 
October 10 

Private car property tax delinquent. 


Receivers of petroleum products report 
due. 


October 15—— 
Retail sales tax reports and payment due. 


October 25—— 
Use fuel tax report and payment due. 








MONTANA 
October 15—— 


Brewers, wholesalers and transporters of 
beer report and payment due. 


Carriers’ gasoline tax reports due. 
Electric companies’ report and tax due. 
Gasoline tax reports and payment due. 
Second installment income tax due. 


October 20—— 


Producers, transporters, dealers and re- 
finers of crude petroleum reports due. 


October 25—— 
Pipe line companies reports due. 


October 30—— 


Cement producers’, importers’ and dealers’ 
reports and payments due. 


Coal mine operators’ and retail dealers’ 
reports and payments due. 


Oil producers’ additional tax reports and 
payments to the Oil Conservation Board 
due. 


Oil producers’ regular tax reports and 
payment to the State Board of Equaliza- 
tion due. 

Natural gas distributors’ reports and pay- 
ment due. 


Telegraph companies’ reports and pay- 
ment due. 
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NEBRASKA 
October 1 


Express companies’ gross earnings re- 
ports due. 


Second installment of real property taxes 
(except in Omaha), including City of 
Lincoln real property taxes delinquent. 

October 5—— 
Grain warehouse operators’ reports due. 
October 10 


Employment agencies reports due. 


October 15—— 


Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 

Gasoline sales and use tax reports and 
payments due. 

Gasoline tax reports and payments due 

Itinerant vendors’ reports due. 

Potato shippers’ monthly reports due. 


NEVADA 
October 15—— 
Gasoline carriers’ tax report due. 
October 25—— 


Fuel users’ tax reports and payment due. 
Gasoline tax reports and payment due. 


NEW HAMPSHIRE 
October 1 
Tax due on income from intangibles. 
October 10—— 


Manufacturers’, wholesalers’ and permit- 
tees’ alcoholic beverages report due; 
permittees’ payment due. 


Monthly report of agents of unlicensed 
fire insurance companies due. 


October 15—— 


Use fuel tax report and payment due. 
Utilities taxes due. 


October 31 
Motor fuel report and tax due. 


NEW JERSEY 
October 1 


Assessment date for real and tangible per- 
sonal property. 

Street railway, traction, heat and power 
and gas and electric light companies 
excise tax and report due. 


State Tax Calendar 


October 10—— 


Busses in municipalities gross receipts re- 
port and tax due. 


Jitneys in municipalities gross receipts re- 
port and tax due. 


Report and excise tax on interstate busses 
due. 


October 31—— 


Carriers’ gasoline tax report due. 


Distributors’ gasoline reports and pay- 
ment due. 


NEW MEXICO 


October 1 
Express company reports due. 
Merchants’ license tax due. 


October 15—— 


Occupational gross income tax reports and 
payment due. 


Oil and gas conservation report due. 
Severance tax and report due.. 
Third installment of income tax due. 


October 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
October 25—— 


Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 
October 30—— 
Oil and gas production reports due. 


NEW YORK 


October 1 
Bank tax report and payment due. 


Semi-annual installment of New York 
City property tax due. 


October 15—— 
Third installment of personal income taxes 
due. 
October 20—— 
Alcoholic beverage taxes and reports due. 


New York City compensating use tax 
return due and tax payable. 


New York City retail sales tax return due 
and tax payable. 
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October 25—— 
Conduit companies’ taxes and reports due. 
New York City public utility excise re- 
turns and payments due. 
Quarterly report and tax due from all 
utilities. 


October 31 
Gasoline tax reports and payment due. 





NORTH CAROLINA 
October 10—— 


Carriers’ gasoline tax reports due. 

Ice cream manufacturers’ reports and ad- 
ditional tax due. 

Railroads’ alcoholic beverage report and 
tax due. 

Unfortified wine additional tax and reports 
due. 


October 15—— 
Income tax third installment payment for 
those not on fiscal year basis due. 
Sales tax report and payment due. 
Spirituous liquor tax due. : 
Use tax report and payment due. 


October 20 


Franchise bus carriers’ and _ franchise 
haulers’ reports and payments due. 


Gasoline and other motor fuels taxes and 
reports due. 


October 31 


Telephone, electricity, gas, street railway, 
sewerage and water corporations’ re- 
ports and tax due. 








NORTH DAKOTA 
October 1 


Cigarette distributors’ reports due. 
Tractor fuel oil report and fee due. 
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October 15—— 


Alcoholic beverage tax reports and pay- 
ment due. 

Gasoline tax reports and payment due. 

Interstate motor carriers tax due. 

Liquor transaction invoices and tax due. 

Second half of real estate taxes delinquent. 


October 20—— 


Sales and excise tax reports and payment 
due. 


October 25—— 


Use fuel tax report and payment due. 


OHIO 


October 10—— 


Admissions tax report and payment due. 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 
beverage reports due. 


October 15—— 


Cigarette use tax report due. 
Use tax report on cigarettes due. 


October 20—— 
Dealers’ gasoline tax reports due. 


October 30—— 
Carriers’ gasoline tax report due. 


October 31—— 
Gasoline tax due. 


OKLAHOMA 


October 1 


Annual report of freight car tax due. 

Oil, gas and mineral gross production re- 
ports and payment due. 

Railroads’ report on used leased equip- 
ment due. 


October 5—— 


Operator’s report of mines other than coal 
due. 


October 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage reports and payment 
due. 
Cigarette tax reports due. 


October 15—— 


Gasoline dealers’, retailers’ and carriers’ 
report due. 

Sales tax reports and payment due. 

Second half of income tax due. 
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Taxpayers whose monthly sales tax does 
not exceed $5 make quarterly returns 
and payments of tax. 

Tobacco products reports due. 


October 20—— 


Coal mine operator’s report due. 

Fuel use tax report and payment due. 

Gasoline distributors’ reports and payment 
due. 

Use tax reports and payment due. 


October 30—— 


Cotton manufactories gross production 
quarterly return and tax due. 

Quarterly report of purchasers of oil and 
gas due. 


OREGON 


October 10—— 
Oil production tax reports and payment 
due. 
October 15—— 
Third installment income tax due. 


October 20—— 


Alcoholic beverage tax report and pay- 
ment due. 

Gasoline tax reports due. 

Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 


October 25—— 
Gasoline tax payment and reports due. 


PENNSYLVANIA 
October 10—— 


Importers of spirituous and vinous liquors 
report due. 


Malt beverage reports due. 


October 15—— 


Employer’s return of tax withheld at the 
source under the Philadelphia income 
tax due. 


Manufacturer’s alcoholic beverage tax re- 
port and payment due. 


Third installment of Philadelphia income 
tax due. 


October 31 
Gasoline tax reports and payment due. 





RHODE ISLAND 
October 1 
Coal and coke wholesalers license due. 


State Tax Calendar 

















October 10 
Manufacturers’ alcoholic beverage report 
due. 
Tobacco products tax reports due. 


October 15—— 
Gasoline tax report and payment due. 


SOUTH CAROLINA 


October 1 


Last day for domestic corporations to. 
pay franchise tax. 


October 4—— 
Last day to file monthly fisheries’ report. 


October 5—— 


Last day to file sturgeon, caviar or shad 
dealers’ reports. 

Last day to mail oyster or clam shuckers’ 
reports. 


October 10 : 


Admissions tax reports and payment due. 

Beer and wine wholesalers report due. 

Last day to make power tax return and 
payment. 

Last day to make soft drinks report and 
pay tax. 

Soft drinks tax report and payment due. 


October 20—— 


Dealer of fuel oil report due. 

Gasoline tax report and payment due. 

Users of fuel oil tax return and payment 
due. 

Utilities’ report of gasoline shipments due. 


October 31—— 


Last day in which to file motor vehicle 
registration applications. 
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SOUTH DAKOTA 


October 1 


Motor carriers of passengers tax due. 





October 10 


Interstate motor carriers’ 
taxes due. 





reports and 


October 15—— 
Alcoholic beverage reports due. 
Carriers’ gasoline tax report due. 
Dealers’ and carriers’ gasoline tax report 
due; tax due in 30 days. 
Sales and use tax report and payment due. 
Use fuel tax report and payment due. 
October 20—— 


Passenger mileage tax due. 
Second installment of income tax on banks 
and financial institutions due. 


October 30-—— 


Severance tax and report due. 


TENNESSEE 


October 1 
Cotton seed oil mills’ report due. 


First Monday. 
Property taxes payable. 








October 10 


Barrel tax on beer due. 
Carriers gasoline tax report due. 





Last day to make alcoholic beverages report. 


October 15—— 


Carriers of use fuel report due. 
Users of fuel file report. 
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October 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 


TEXAS 


October 1 


General property taxes due. 
Motor transportation license and occu- 
pation tax due. 


October 15—— 


Tax remittance and report due from oleo- 
margarine dealers. 


October 20—— 


Motor fuel tax report and payment due. 

Oil and gas well services’ reports and 
gross receipts tax payments due, 

Users of liquefied gases and liquid fuel 
tax reports and payment due. 


October 25—— 

Carbon black production tax report and 
payment due. 

Natural gas production tax report and pay- 
ment due. 

Oil production tax reports and payment 
due. 

Prizes and awards of theatres tax reports 
and payment due. 


October 31 
Oil carriers’ reports due. 











UTAH 
October 1 
Gasoline distributors’ and retailers’ license 
fees due. 


October 10—— 


Carriers’ use fuel tax report due. 
Liquor licensee reports due. 


October 15—— 


Sales and use taxes and returns due. 

Third installment of income (franchise) 
tax due. 

Use fuel tax report and payment due. 


October 25—— 


Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 





VERMONT 
October 1 
Annual report of private car companies 
due. 
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October 10 


Alcoholic beverage tax reports and pay- 
ment due. 


October 15 


Car or transportation, express, railroad, 
steamboat, telegraph and telephone com- 
panies file annual reports. 

Electric light and power companies’ re- 

i port and tax due. 
Half of taxes due for telegraph, telephone, 
a and transportation companies. 


October 31 
Gasoline tax reports and payment due. 
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VIRGINIA 


October 1 
Utilities taxes due. 


October 10 
Beer dealers, bottlers and manufacturers 
report due. 


October 20 
Carriers gasoline tax reports due. 
Use fuel tax reports and payment due. 


October 31 
4 Gasoline tax reports and payment due. 
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WASHINGTON 


October 10—— 


Brewers and manufacturers of malt prod- 
ucts report due. 


October 15—— 


Auto transportation companies reports 
and fees due. 

Butter substitutes reports and payment 
due. 

Cigarette reports due. 

Motor vehicle fuel carriers’ reports due. 

Occupation tax and returns due. 

Sales and compensating tax and returns 
due. 

Utilities gross operating tax and return 
due. 


October 20-—— 
Use fuel tax reports and payment due. 


October 25—— 
Gasoline tax reports and payment due. 
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WEST VIRGINIA 
October 10-—— 
Brewers’ and beer distillers’ reports and 
taxes due. 
Public utilities’ quarterly installment of 
privilege taxes due. 


State Tax Calendar 
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Winery and distillery licensees’ reports 
due. 


October 15—— 
Sales tax reports and payments due. 


October 30 
Gasoline tax reports and payment due. 
Quarterly reports and payments of busi- 

ness and occupation tax due. 





WISCONSIN 
October 1 


Beer tax reports due. 
Motor carriers quarterly flat tax due. 


October 10—— 
Alcoholic beverages tax reports due. 
Intoxicating liquor and wine tax reports 
due. 
Tobacco products returns due. 


October 15—— 
Semi-annual tax on railroad, telegraph, 
express and sleeping car companies due. 


October 20—— 
Gasoline tax reports and payment due. 





WYOMING 

October 1 

Use tax returns when total monthly return 
does not exceed $10 due. 


October 10 
Carriers’ gasoline tax reports due. 


October 15—— 
Dealers’ gasoline tax reports due. 
Monthly gasoline tax and report due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Wholesalers’ gasoline tax reports and 
payment due. 


October 20-—— 
Motor carriers’ tax and reports due. 
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October 10—— 


Last day for payment by employer to 
authorize depositary of taxes withheld 
on wages during the preceding month 
if withholdings were more than $100 
during the month. 


October 15—— 


Corporation income tax and excess profits 
tax returns due for fiscal year ended 
July 31. Forms 1120 and 1121. 

Domestic corporations (business and rec- 
ords abroad or principal income from 
U. S. possessions)—returns due for 
fiscal year ended April 30, by general 
extension, with interest at 6% from 
July 15 on the first installment. Forms 
1120 and 1121. 

Entire income-excess profits taxes or 
first quarterly installment due on re- 
turns for fiscal year ended July 31. 
Forms 1040, 1040A, 1041, 1120, 1121, 
1120H, 1120L. 


Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended April 30. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax return due for fiscal 
year ended July 31. Form 1041. 

Foreign corporations—see ‘Nonresident 
foreign corporations” and “Resident 
foreign corporations” below. 

Foreign partnership return of income due 
by general extension for fiscal year 
ended April 30. Form 1065. 

In the case of individuals who are required 
to file declarations of estimated tax and 
whose fiscal year began on August l, 
due date for declaration and payment 
of one-quarter of balance (after deduct- 
ing estimated amount to be withheld 
during fiscal year) of the estimated tax 
for such fiscal year. 


Individual income tax return due for 
fiscal year ended July 31. Form 1040. 


Individual income tax returns due by 
general extension for fiscal years ended 
April 30, in case of American citizens 
abroad. Forms 1040 and 1040A. 

Last quarterly income-excess profits tax 
payment due for fiscal year ended Oc- 
tober 31, 1944. Forms 1120H, 1120L, 
1121. 
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October 31 





Last quarterly income tax payment due 
on returns of nonresidents for fiscal 
year ended July 31, 1944. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax re- 
turns due for fiscal year ended July 31. 
Form 1120L. 

Monthly information return of stock- 
holders and directors of foreign per- 
sonal holding companies due for 
September. Form 957. 

Nonresident alien individual income tax 
return due (business or office in U. S.) 
for fiscal year ended April 30. Form 
1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended April 30. Form 
1040NB. 

Nonresident foreign corporation income 
tax return due for fiscal year ended 
April 30. Form 1120NB. 

Partnership return of income due for 
fiscal year ended July 31. Form 1065. 

Resident foreign corporations—returns 
due for fiscal year ended April 30, by 
general extension. Forms 1120 and 1121. 


Second quarterly income-excess profits tax 
payment due for fiscal year ended April 
30. Forms 1120, 1120H, 1120L, 1121. 

Stockbrokers’ monthly return of stamp 
account due for September. Form 838. 

Third quarterly income-excess profits tax 


payment due for fiscal year ended 
January 31, 1945. Forms 1120, 1120H, 
LIZOL, If2t. 


October 20—— 


Monthly information return of ownership 
certificates and income tax to be paid 
at source on bonds due for September. 
Form 1012. 





Quarterly return and payment (by de- 
positary receipts or cash) of taxes 
withheld by employers during preceding 
quarter. Form W-1. 


Quarterly return of tax withheld at source 


on corporate and government bond in- 


terest. Form 1012. 
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suest Editorial . . Continued from the inside front cover. 


means of economy and of avoiding “any 

‘casion of disgust.” 

By our failure to heed the advice of 

amilton we have indeed become entangled 

a tax labyrinth. The resultant duplica- 
tion of effort, both of tax administrators 
and of taxpayers, is not alone wasteful; 
it produces such illogical development of 
our tax structure as to threaten the sound- 
ness of our national economy. 

Prejudice of tax administrators and in- 
difference of taxpayers must be overcome 
a solution is to be found. Constructive, 
practical plans for bringing about much 
needed changes in governmental fiscal rela- 
t 


ions are set forth in a report submitted two 
years ago to the Secretary of the Treasury 
by a special committee appointed to study 
the problems. Unfortunately, pressure of 
war has diverted attention from this report, 
which was published as a Senate document. 

Wise counsel points to the urgency of 
considering these questions now. Clearly, 
methods of financing public expenditures 
will constitute a major phase of the postwar 


problems confronting the people of the 
United States. We must compose our 
differences of opinion to achieve our com- 
mon objective—a sound, well-administered 
tax structure under which we may meet the 
revenue needs of the federal, state and local 
governments. 


That our present tax “system” is a 
“hotchpotch” must be admitted. Improve- 
ments, though badly needed, will not be 
achieved easily. Only through the patient, 
well-directed efforts of an agency in which 
the federal and state governments may par- 
ticipate on an equal footing is there promise 
of substantial accomplishment. A study of 
the Treasury Committee will disclose why 
this is so. 





Inevitable postwar problems should not 
be complicated unnecessarily by a maze of 
overlapping taxation. The time to act is 
now, Admittedly, progress will be slow, 
but, in the words of a sage of our valiant 
Chinese allies: “It is better to light one 
small candle than to curse the darkness.” 


Dixwell L. Pierce 
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